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Editorial Comment 


Somebody in Washington has collected no 
The Post-War \ess than twelve hundred post-war plans, 
Problem ranging all the way from minor projects 

to complete new economic systems. Prob- 
ably no other phase of our economic life has been forecast 
with such persistence, and forestalled with such determina- 
tion, as has been this depression that is to be. Of course 
the best laid plans of mice and men gang aft agla’, and 
it would be a welcome turn of events if the great depres- 
sion failed to arrive. But there is scarcely a voice to admit 
this possibility. Most observers contemplate a post-war 
depression as something to be met and overcome; others, 
again, see it as an argument in support of social reform 
or of some pet economic theory. Perhaps events will play 
into the hands of the latter. The emphasis today is on 
full employment, and all the post-war plans of industry 
appear to fall short of absorbing all the probable available 
workers. This leaves a substantial surplus of workers who, 
if unemployment is to be avoided, will have to be employed 
by the state. This again means a continuation of wartime 
economy and finance, inasmuch as public works must be 
financed by taxation or borrowing. These in turn are a 
handicap to business, since they restrict the net earnings 
available for income and reinvestment, and the supply of 
capital available for new cost-reducing plant and equipment. 
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Thus we have another vicious cycle—the more public works 
industry has to support, the less is it able to expand itself. 
The outcome must resolve itself into either one of these 
major trends—private enterprise goes into a permanent 
decline to be ultimately supplanted by the state, or else 
it starts a long term expansion which will ultimately absorb 
all the available workers. The danger to private enterprise 
is that it will not be accorded sufficient relief, but at the 
same time will be accused of failing to do the job. Hence, 
goes the argument, the state must supplant it. Well, it is 
one thing to adopt state socialism of our own choosing, to 
go into it deliberately and voluntarily as a system which 
we conceive to be in our best interests. It is another thing 
to be shoved into it unwillingly. If we have faith in private 
enterprise, let us not permit it to be “framed”—to borrow 
a word from detective fiction. Let us insist that tax and 
other incentive reforms be not half measures, but rather 
complete and adequate for the task in hand. 


The structure of taxation thrown up in 
The Accountant Wartime with a view to its effectiveness 
and Tax Reform rather than to its lasting qualities is the 

object of critical attention on the part 
of every taxpayer, and especially of those who pay dearly. 
The accountant shares with other occupational groups a 
desire to see at least an effort made to attain a post-war 
tax system which will be less destructive of enterprise 
and at the same time effective enough to serve any reason- 
able demands of public finance. But there is a special 
ground on which the accountant is entitled to voice his 
opinion, and that is his intimate experience with certain 
taxes. Accountants and auditors as a class are the people 
who prepare the tax returns of corporations and of many 
thousands of individuals. Further, they guide the form 
of accounts, from the primary records of the plant to the 
final statements of profits and losses and of assets and 
liabilities. Consequently they have under direct observa- 
tion, the impact of many taxes on the financial results of 
enterprise. Whether tax reform will come gradually, or 
an attempt will be made to accomplish most of it at once, 
remains to be seen. The Dominion Association of Chartered 
Accountants, as stated elsewhere in this issue, went on 
record at its 1944 annual meeting in favor of a Dominion 
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Royal Commission on the subject. While such plans are 
taking shape, it is opportune for accountants to crystallize 
their opinions on the subject of tax reform. 


In our September issue we commented upon two 
Excess Widely divergent views as to post-war taxation. 
Profits In doing so we hoped to draw to the attention 
Tax of our readers the wide range of opinion that 

exists as to the future role of corporate taxation. 
In neither case did we approve or condemn. But if, editori- 
ally, we were willing to consider a permanent excess profits 
tax on business as a possibility, and to do so without 
condemnation, it does not follow that practising chartered 
accountants would necessarily view any such possibility 
with equanimity. On the contrary, there is a widespread 
feeling among accountants that the excess profits tax 
should be considered as a war measure only. 

The profession has never quarrelled with the govern- 
ment’s desire to “take the profits out of war” by taxing 
excess profits during wartime. Certainly its members have 
been and are anxious to co-operate with the government 
to see that the tax is fairly and equitably levied—as fairly 
and equitably as it can be within the pattern set down by 
the legislation. But, in co-operating thus, accountants are 
not blind to the inherent inequities of such legislation as 
it works out in actual practice. Maybe it would be a good 
thing if those who had a part in framing taxation policies 
could also see at first hand how the incidence of taxation 
varies from one business to the next. There is too great 
a tendency to think of “business” as though it were one 
corporate entity, colossal in size and owned by a few wealthy 
investors. Nothing can be more misleading when consider- 
ing the incidence of taxation, because taxes. are not paid 
by “business”. They are paid by thousands of individual 
businesses, some of which are very small, some of which 
are very large and all of which have their own peculiar 
problems. . 

The “inherent inequities” referred to above arise from 
the fact that an excess profits tax means a tax on profits 
over a certain base or standard (or how else can you deter- 
mine the “excess”?). It follows that the fairness of the 
tax as between different taxpayers must depend upon the 
fairness of their standards. The present excess profits tax 
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permits various alternatives and adjustments in determin- 
ing standard profits in an attempt to grant equitable bases 
to different companies. It must be borne in mind, how- 
ever, that any standard profit, no matter on what basis 
determined, is predicated on pre-war conditions. Much 
has happened in five years and the business of 1939 may 
be a very different business today. Businesses do not stay 
still, they either grow or decline and if our economy is to 
be a progressive one it is fortunate that this is so. 

Now it may be argued that, under war conditions, busi- 
ness should not reap any additional profits which arise from 
increasing volume. But, even if this is granted, why under 
peacetime conditions should the established business be 
allowed to retain its profits and the new or growing busi- 
ness not? That is the most serious objection to standard 
profits and therefore to a continuance of the excess profits 
tax. It can only result in discouraging the establishment 
of new businesses and, conversely, in bonusing all existing 
businesses; in retarding the growth of small businesses 
and, conversely, in bonusing larger businesses. We shall 
still need better and cheaper mouse traps in the post-war 
world but it is going to be more difficult to get them if we 
stifle competition by telling the small business man that 
he must keep to the place in our economic society to which 
he was appointed. 

There are many other reasons which influence account- 
ants in their opposition to a continuance of excess profits 
taxation in peace time. For instance, an obvious objection 
is that an excess profits tax must result in a higher rate of 
tax on “top” earnings than a flat rate of tax on the entire 
income, and high rates are bound to produce inefficiency 
and waste. But it is not our intention to recite all the 
disadvantages of this type of taxation. We leave that to 
our readers. 


The problem of reconciling enterprise with the 
Mining _ public interest is currently illustrated in the field 
Finance of mining. In Ontario, which is regarded as the 

centre of mining activity in Canada and which 
has, centred around the Toronto Stock Exchange, the most 
active mining stock market in the world a commission has 
just reported on the work of a commission. The permanent 
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body whose activities are in question is the Ontario Securi- 
ties Commission, which embraces those controls which 
have evolved from the “blue sky” laws of a generation ago. 
The temporary body making the inquiry was the Ontario 
Mining Commission. The inquiry was occasioned by claims 
that under existing restrictions, in combination of course 
with income taxes, wage levels and other factors, the devel- 
opment of mining in Ontario was in danger of ceasing. 
And since mining is an industry of wasting assets, that 
would mean its ultimate extinction. Also, mining is re- 
garded as one of our best bets for the post-war period, 
throughout the Dominion as well as in Ontario. 

A generation of experience with security controls, in 
Ontario and in many other provinces and states, has failed 
- to produce a law which will satisfactorily encourage sound 
expansion and at the same time eliminate the evils which 
creep so easily into such a speculative field. In recent 
years the Ontario Securities Commission administered a 
fairly rigid law and set of regulations. Probably the most 
significant finding, reached by the temporary commission, 
is that some of these controls be modified, and that reliance 
be placed upon full disclosure of facts and delivery of a 
prospectus. Among other changes, the permanent com- 
mission would lose its right to pass on the financial set-up 
of a company. Of course the ultimate snag met by all 
security control is, just what is a reasonable venture? 
Some of our oil wells were started as wild cats, and some 
of our mines were started as long shots. Certain other 
mining prospects had enough samples to pass any board 
of inquiry, but brought only grief to their investors. The 
renewed emphasis on disclosure of the facts looks like a 
partial return—in respect to this point at least—to the 
principle of let the buyer beware. 


Here is a new thought, expressed by 
How to Control Louis Blake Duff in a recent speech to 
Public Spending newspaper editors. Mr. Duff said that, 

if he should become premier of Canada, 
he would introduce a form on which taxpayers would state 
how their contribution should be spent. Presumably, the 
sum total for each department or branch of government 
would be its budget for the year. Said Mr. Duff: “Each 
department will spend what money it has got—and that’s 
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the end of it. Your tax money nowadays is being spent 
for a lot of things of which you disapprove—and you have 
nothing to say about it. I am going to let you spread 
your own tax money, purely as you wish, among the de- 
partments, bureaux, agencies, commissions, purposes. 
You’ll have it spent exactly as you want it spent.” 


In developing a standard Bank Con- 
A Standard Bank firmation Form our Association is 
Confirmation Form rendering what it hopes will be a 

worthwhile service to the profession 
throughout Canada. Up to the present, every auditing firm 
has had to provide its own form, either typewritten, mimeo- 
graphed or printed, and there has been endless variety in 
construction and wording. Such a situation in the United 
States led the American Institute of Accountants, in co- 
operation with the National Association of Bank Auditors, 
to provide such a form several years ago . We now emulate 
its action, and in fact our Accounting Research Committee, 


which, in conjunction with representatives of the Canadian 
Bankers Association, worked out the Canadian version, is 
indebted to the American Institute for the privilege of using 
its form as a basis. The announcement as to how the form 
may be obtained appears on page 263 of this issue. 


The Council of UNRRA, represent- 
UNRRA Appoints ing forty-four nations of the world, 
Independent Auditors has appointed a firm of public 

accountants as auditors of the As- 
sociation. This appointment may be taken to be a recog- 
nition of the independence and integrity of the profession 
as a whole and a milestone in its history. 





ASSOCIATION RECOMMENDS TAX INQUIRY 


ASSOCIATION RECOMMENDS TAX INQUIRY 


As authorized by its members in general session 
at their 1944 annual meeting, The Dominion Asso- 
ciation of Chartered Accountants has forwarded to 
the Dominion government the following resolution: 

“That The Dominion Association of Chartered 
Accountants in general session at this, its forty- 
second annual meeting, recommends to the Govern- 
ment of the Dominion of Canada, the appointment of 
a Royal Commission tb examine and report upon the 
entire taxation structure in Canada, or in the event 
that such a Commission be not considered desirable 
at this time, the appointment of a Standing Com- 
mittee of the House of Commons or the Senate to 
carry out the above-mentioned examination.” 


BANK CONFIRMATION FORMS AVAILABLE 


A standard Bank Confirmation Form has been approved 
by The Canadian Bankers Association and The Dominion 
Association of Chartered Accountants. It consists of two 
detachable duplicate pages, one copy to be returned to the 
auditor and one copy to be retained by the bank. It can 
conveniently be mailed by the auditor in a window envelope. 
The form is similar to the one being used in the United 
States with the approval of the American Institute of 
Accountants and the National Association of Bank Audi- 
tors and Comptrollers. 

The form is available in blank (in which case the name 
of the auditor has to be written in) or with the auditor’s 
name and address (not exceeding three lines) imprinted. 
The prices, including sales tax and shipping charges, are 
as follows, and payment should accompany order; 

Blank, per 100 
Imprinted (minimum run 500), per 100 ... $2.00 


The Dominion Association of Chartered Accountants 
10 Adelaide Street East 
Toronto 1 Ontario 
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Financial Statements Under Wartime 
Conditions 


By H. G. Norman, C.M.G., F.C.A. 
Montreal, P.Q. 

(Address at annual meeting of The Dominion Association of 
Chartered Accountants, August 23, 1944.) 

RIOR to the outbreak of war the form in which annual 

financial statements of a business were prepared and 
the extent of the information given therein were based 
upon concepts of accounting conventions which had been 
built up over a period of years, and needed little change 
from year to year. Since 1939 the country has been en- 
gaged in the greatest struggle the world has ever known 
and is now looking forward to the problems of reconstruc- 
tion. It is important therefore that various special points 
arising in connection with the preparation of financial state- 
ments during war times should receive careful considera- 
tion; and whilst this is a subject upon which much has been 
written by our profession in the United States I should like 
briefly to refer to one or two problems, which I hope will 
lead to a full discussion and free interchange of opinions 
among those present. 

Let us at the outset accept the premise that the aim of 
every company should be to issue its annual statements in 
form which will, so far as possible, be comparative from 
year to year and which will clearly indicate all special profits 
and losses, thus giving the shareholders an opportunity to 
appraise the company’s earning capacity over a period of 
years. It follows that during the war period financial state- 
ments should be prepared, where possible, in such a man- 
ner as to show the impact of war upon the business—the 
special expenditures made to property assets, the effect of 
wartime restrictions and taxes upon earnings, etc.—thus 
enabling those interested to form some judgment as to the 
future prospects of the business when returned to a peace- 
time basis. 

In many businesses, even under normal conditions, an- 
nual financial statements must be regarded as more or less 
tentative in character, inasmuch as the allocation of income 
and expenses to specific years must of necessity be based 
upon the information available at the close of the fiscal 
year, which may not in all cases be exact. 
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War conditions and increased government regulation, in- 
volving price control, profits control, special depreciation, 
subsidies, etc., as well as high taxation, which necessitates 
in many cases a determination of a standard profit, tend 
to increase business uncertainties and not only render the 
presentation of financial statements for any one year more 
difficult but increase the degree of estimation which must 
be used in their preparation. The presentation of annual 
statements is further complicated in cases where goods may 
have been accepted on government contracts and paid for 
but where the prices received are subject to renegotiation— 
a condition which affects all contractors including sub-con- 
tractors and others engaged in producing goods which are 
used in war production. The extent to which the govern- 
. ment will consider goods produced or services rendered as 
entering into the war production of a plant does not seem 
to have been laid down by any formula, and this in turn 
increases the difficulty of a finalization of annual statements. 

Comparative Statements 

The first point that occurs to me is the desirability or 
otherwise of a comparative statement. Any comparisons 
of wartime statements with those of peacetime are, in my 
opinion, dangerous unless the former clearly show the 
amount of war production, the amount of production for 
civilian needs, the amount of any goods produced from gov- 
ernment-owned or financed business, and indicate whether 
or not the product of the company in the years under com- 
parison are fundamentally of the same nature as those 
which were produced in peacetime. 

Renegotiations 

The annual statements of a business engaged in part in 
carrying out war contracts must be regarded as tentative 
in character to an even greater extent than those businesses 
not so engaged, since renegotiation of the profit on the 
contract, based on costs (other than those normally used 
by the contractor) may be made long after the profit there- 
from was included in income. 

Many organizations might consider it undesirable to 
provide a reserve against the contingency of a reduction in 
profit arising from renegotiation, feeling it would be an 
admission that the profits included in the statement were 
in excess of those which were justifiably payable by the 
government to the contractor on war production. We are 
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therefore faced with the problem of whether one should 
ask for reserves to be provided, and if not so provided, 
whether there should be a qualification in the auditors’ cer- 
tificate to the effect that the earnings are subject to renego- 
tiation. 

Income on Cost Plus Contracts 

Fortunately there are not very many cost plus contracts 
entered into with the government today, but to the extent 
that they are, the volume is usually material, which auto- 
matically raises the question as to the basis of recording 
income therefrom. Under normal conditions shipment or 
delivery is the general basis of determining performance 
and therefore the basis of determining the cost plus rev- 
enue earned. However, in dealing with the government the 
usual basis of recovering cost plus profit is based upon cer- 
tificates of expenditure, or in other words a “billable’”’ basis. 
There may, however, be heavy expenditures incurred for 
inventory, preliminary work or expendable stores, in which 
case should not the “cost plus” entering into earnings be 
governed by expenditures rather than the “billable” basis? 
There is a further consideration that in the latter case some 
items may be disallowed by government officials, which 
brings one back to the possible consideration that the “bill- 
able” basis might be more conservative. 

There is another feature in connection with cost plus 
contracts, i.e., whether the full amount of the expenditures 
plus the profit should appear in the revenue account or the 
profits only? This has to be determined, in my view, by 
the type of contract; if it is for services or facilities which 
were not used on pre-war contracts it would appear to be 
desirable to include only the “plus” in revenue, but where 
it is for the products or services normally produced or ren- 
dered by the business it would appear justifiable to include 
the full amount of the expenditures and profit. 


Accelerated Depreciation and Amortization of 
Wartime Facilities 
This gives rise to two thoughts, (1) should such be 
shown separately on the income statement, and (2) should 
it be included in the cost of the inventory and cost of sales 
produced by such facilities? Where it is the custom of the 
company to show depreciation as a special factor in the 
revenue account it would appear to be desirable to show this 
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type of depreciation and amortization separately, but where 
depreciation is normally included in cost of sales it might be 
considered sufficient to provide a reserve against the amount 
of these factors included in inventory. In such latter case 
it might also be advisable to show in a footnote the amount 
of these items charged to cost of sales in the year. 
Depreciation 

Taxes are today such a major factor in corporate affairs 
‘that it becomes necessary to give thought to the relation- 
ship of depreciation allowed for income tax purposes and 
that taken in the corporation’s accounts. Should there be 
a major difference, the question of the desirability of indi- 
cating the amount of such difference becomes apparent as 
the tax provision may be entirely unrelated to the corporate 
earnings as shown in the financial statements issued by the 
company. My view is that full disclosure should be made if 
this condition is in existence and has a major effect on the 
accounts. 


Inventory, Deferred Maintenance and Other 
War Reserves 


The necessity of providing for such reserves is unques- 
tionable in wartime in view of the uncertainties of condi- 
tions and also because in many industries, owing to various 
government restrictions both on materials and manpower, 
it is not always possible to maintain plants in their normal 
operating condition. The view has been expressed that the 
uncertainty of the amount of these reserves which it may 
be considered desirable to provide is a good reason for 
charging them to surplus. I do not agree with this school 
of thought but feel the provisions should be shown separ- 
ately in the income statement, particularly having in mind 
that the inventory reserve may be claimed for tax purpose 
in the year provided, subject to conforming to other regula- 
tions, and also that the maintenance reserve may be claimed 
not in the year spent but in other years as laid down by 
government regulations. 

Post-War Refund of Taxes 

Considerable controversy has arisen in accountancy cir- 
cles in regard to this problem. It is contended by some 
that the amount should be deducted from the tax provision 
without reference, others claim that deduction from the 
tax provision and disclosure of the amount deducted is more 
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correct, whilst still others consider that the post-war re- 
fund should not be deducted from the tax provision for the 
year but merely should be shown as an offsetting item on 
the balance sheet. I favor the last basis since one of the 
purposes of the revenue account for the year is to show 
the revenue earned which may be available for distribution 
to the shareholders or non-corporate owners of business, 
and I suggest that a post-war refund cannot be distributed 
until it becomes available through payment. Another reason 
for the last treatment suggested, which has been advanced 
by some, is that if the post-war refund were to be deducted 
from the tax provision, then only the present value of such 
amount should constitute the deduction. I suggest it is 
not feasible to determine such amount unless the date pay- 
able is also determinable. 


Cash Advances on War Contracts 


It would certainly appear desirable to show these as a 
separate item on the balance sheet, but the question arises 
as to whether such advances should not be deducted from 
the assets which have arisen therefrom. The suggestion 
has been made that such advances should be deducted from 
the total current assets but I feel this should be looked 
into very carefully as, if there has been no segregation of 
cash, it is possible the advances have been expended on fixed 
assets or deferred charges. Considerable care should be 
given to determine that the assets from which the advances 
are deducted are those which have actually been purchased 
with such advances and which will form part of the cost 
of goods in the same period as that in which the advances 
will resolve themselves into billings on completed contracts. 


Inventories 

In many cases where large contracts with governments 
are being carried out it is not feasible to take a physical 
inventory at the year end, whereas in pre-war years it was 
the usual procedure to take physical inventories; therefore 
a book inventory has to be used. Where such contracts are 
only a part of the work being carried on by the business 
and where there is a segregation of inventories, it would 
appear desirable to segregate the two classes and to dis- 
close the fact that physical inventories were not taken either 
of both classes or, if such is the case, of the inventory for 
government contracts only. 
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A further thought in dealing with inventories is that 
it might be more appropriate to include inventories pur- 
chased for and dedicated to the use of cost plus contracts 
with the government under the heading of receivables, since 
in many cases such inventories become the property of the 
government. 


Fixed Assets 


The reflection of these on a balance sheet is complicated 
in many cases by the company having the use of its own 
plant subject to normal depreciation, its own plant subject 
to special depreciation, and facilities made available to it 
either by the government providing the funds to the com- 
pany to procure the facilities or by the government provid- 
ing the facilities. Each of these groups of assets should 
- appear separately on the balance sheet and similarly the 
provisions for depreciation applicable to each. thereagainst. 
Those assets provided by the government either through 
their providing the cash or the facilities should be shown 
as a memorandum item; this is to my mind very important 
since the earning statement of the business has a direct 
relationship to this item, therefore calling for its disclosure. 

Under this heading I would like to refer you back to 
depreciation and the point thereon where the amount shown 
on the corporate records did not agree with that allowed 
for income tax purposes. This difference in some cases 
arises through a different cost of assets being allowed for 
depreciation from that in the corporate accounts. Where 
the latter is the case and the amount is material it would 
appear necessary that the value of the assets subject to de- 
preciation should be clearly disclosed in the annual accounts. 

I have touched on a few of what I consider are the more 
important items as affecting the presentation of the annual 
financial statements of an industrial business but have no 
doubt there are many more also worthy of discussion, but 
I hope these noted will bring about the desired result, name- 
ly discussion at our annual meeting and food for thought for 
those who are unable to be with us. 
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Tax Problems 


(Addresses prepared for the tax session of the 1944 annual meeting 
of The Dominion Association of Chartered Accountants.) 


APPLICATION OF THE INCOME WAR TAX ACT 
TO CORPORATIONS 


By C. A. Patterson, F.C.A. 


AM indeed grateful to the Committee for restricting this 

paper to “The Application of the Income War Tax Act 
to Corporations”—otherwise it would have been no small 
subject, and even with this restriction there is a multiplicity 
of detail which cannot be included and many phases of 
the subject which cannot be covered in the time allotted. 

As you are all familiar with the technical divisions of 
the Act and the specific sections and subsections relating 
to corporations, they are being ignored for purposes of this 
paper, as a discussion may easily become mired in the con- 
sideration of a particular section. Consequently I am con- 
fining myself to the following phases of the subject, which 
appeal to me as being of particular significance at this 
time: ; 

1. The rate of tax under the Income War Tax Act and 
its application to corporations. 

2. Uniformity in the interpretation and application of 
the Act. 


Rate of Tax Under the Income War Tax Act and 
Its Application to Corporations 


No matter what the rate of tax, there will always be 
people who consider it too high. Present taxing laws, in- 
come and excess profits combined, are generally recognized 
as being particularly stiff—some extremists go so far as 
to call them confiscatory. Nevertheless, they have been 
necessary measures to support the country’s war effort and 
generally have been accepted in the proper spirit. 

During the war years individual and corporation income 
and excess profits taxes have provided a very large portion 
of the government’s income. It is likely that corporation 
taxes will continue to be an important factor in budget 
plans, but I really do not think that any sane government 
in peacetime will deliberately set out to kill the goose that 
has been laying golden eggs in these past few years. 
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TAX PROBLEMS 


The rate of tax is determined inf the final analysis by 
the revenue required and the sources from which it may 
be obtained. There is considerable difference of opinion 
with respect to the probable size of post-war budgets but 
undoubtedly this country will have very heavy expenditures 
to provide for during the transition period, and perhaps 
indefinitely—if, along with other plans, the social security 
measures are to be as far-reaching as proposed. It is im- 
portant from the standpoint of sound business practice and 
successful operations that Canada balance its budget, not 
necessarily each year but approaching a balance each year 
with a definite balancing over a normal span of years. We 
accountants know that no corporation can continue indefi- 
nitely spending more than it takes in and making up the 
. difference by borrowing. The government is the biggest 
business in the country and sound business principles apply 
to the biggest as well as the smallest type of undertaking. 

The present rate of income tax applicable to corporations 
(18%, or 20% for consolidated results) is neither onerous 
nor very discouraging to new enterprises, but the imposition 
of additional taxes during wartime and the uncertainty of 
the future tax position has clouded business prospects. 

In passing, may I mention the need for some definite as- 
surance respecting the rates of post-war taxation, particu- 
larly as applied to corporations. This need cannot be ex- 
aggerated—it is absolutely imperative, regardless of the 
political exigencies, if business is to get ahead with its plans 
for post-war employment. 

The tax rate applied to corporation profits may easily 
go beyond a taxation of real profits and make inroads on 
capital, particularly if the rate of tax is too high and im- 
posed on strictly a yearly accounting basis. Taxes on cor- 
porate earnings should not be so high that they represent 
an unduly high percentage of the ultimate realized income; 
in other words, taxes on corporation earnings should not 
dissipate the income available to the corporation from its 
operations to such an extent that the residue is not adequate 
to compensate for the risk involved in any enterprise and 
thus make the investment itself very unattractive. 

From the government’s viewpoint a high rate of tax on 
corporation earnings has two great advantages: 

1. It is not subject to severe attack politically and in 
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view of the government’s commitments for much larger ex- 
penditures than before the war the collection of taxes on 
corporation income is a relatively simple method of securing 
substantial revenues for such purposes. 

2. It makes it possible for the government to influence 
business policies by granting concessions for specific things 
and actions which, in the opinion of the government, are 
desirable in the interests of the country as a whole. For ex- 
ample, the concessions in the recent budget, dealing with 
depreciation, deferred maintenance, carry-over of losses, en- 
couragement of new business, would indicate that the gov- 
ernment realizes the possibilities it has under its control 
in this regard. 

On the other hand, business leaders believe that relief 
from the present heavy burden of taxation must be speedy 
and extensive in order to provide industry with the means 
for assuming its proper place in post-war reconstruction 
and enable it to absorb hundreds of thousands of workers 
and take advantage of increased efficiency and improved 
skill among them. Many corporations have plans which, if 
implemented, would provide employment for a considerable 
number of people, but these plans involve risks which own- 
ers or sponsors of businesses are not prepared to take unless 
they are assured of some reasonable chance of reward for 
success. 

Taxes should be materially reduced immediately after 
the war but a rate of tax on corporation earnings which 
would be considered reasonably low over a normal period 
may be quite inadequate for the needs of the country in 
the period immediately succeeding the cessation of hostil- 
ities. The government will require substantial revenue 
after the war and as income taxes will likely be one of the 
chief sources of revenue it is obvious that the hoped-for 
reduction in rates will be within narrow limits. If corpora- 
tion rates are reduced to pre-war levels then personal tax 
rates are likely to remain at fairly high levels, a situation 
which is particularly burdensome on managerial, profes- 
sional and skilled groups and may tend to discourage entry 
into the professions and acquisition of particular training 
and skill. Such social results may produce disastrous con- 
sequences to the nation’s economy. 

I therefore suggest a single rate of 3314% on corporate 
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earnings coupled with the adoption of the British system 
of collecting tax from corporations. This rate may seem 
high but it should not unduly discourage enterprise and 
should result in a fair and reasonable rate if applied in con- 
junction with a policy having the following objectives: 

1, Elimination of double taxation, following the practice 
in Great Britain of taxing corporation earnings in the hands 
of the corporation only, allowing the proportion of this tax 
applicable to dividends as an offset against personal income 
tax. 

2. Reduction in personal income taxes in view of the 
comparatively high rate of tax suggested on corporation 
earnings. 

8. Continuation of the policy adopted in wartime of 
having only one medium, the Dominion government, impos- 
ing a tax on corporate earnings. 

4. Retention of the principle of the carry-over of losses 
introduced on a fairly broad basis in the 1944 budget, where- 
by losses may be charged back to a preceding year or for- 
ward to profits, if any, of the succeeding three years. 

5. Encouragement to bona fide new businesses by ex- 
empting them from the full rate of tax for their first fiscal 
period and by reducing their tax liability by 50% in their 
first few years of operation to permit them to become estab- 
lished in a sound manner. 

6. Expansion of the principle introduced in the 1944 
budget of varying depreciation rates (between half normal . 
and double normal rates) at the taxpayer’s option with re- 
spect to bona fide new investments in capital assets, to come 
into effect after some future date to be fixed by order-in- 
council—to provide for a revamping of depreciation and 
depletion rates on a more scientific basis to permit varia- 
tion in rates between different types of industries as well 
as different types of assets. 

7. Extension of the recently introduced principle of 
allowing expenditures for scientific research—to include de- 
velopment costs of new productive activities of a company 
and not restrict this to pure scientific research. The value 
of this allowance at present depends on the interpretation 
or definition of “scientific research” on the part of adminis- 
trative officials. 
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8. Incorporation in the Income War Tax Act of the 
principle of allowing a corporation to provide a reserve 
against inventory losses for tax purposes—the need for 
which has been recognized during the war period and al- 
lowed for excess profits tax purposes. Bases for valuing 
inventory should be permitted according to the logical prac- 
tices within various industries—in other words, there 
should be flexibility in the inventory provisions to permit 
corporations to select the valuation method best suited to 
their particular business. 

The foregoing covers the points I wish to raise on the 
phase dealing with the tax rate and certain adjustments 
and allowances which should be considered in arriving at 
taxable income to which the rate should be applied. 


Uniformity in the Interpretation and Application of the Act 

By section 75 of the Income War Tax Act the Minister 
of National Revenue is entrusted with the administration 
of the Act, the control and management of the collection 
of the taxes imposed thereby and of all matters incident 
thereto. By subsection (2) of this section he is empowered 
“to make any regulations deemed necessary for carrying 
this Act into effect ... and may thereby authorize the Com- 
missioner of Income Tax to exercise such of the powers 
conferred by this Act upon the Minister as may, in the 
opinion of the Minister, be conveniently exercised by the 
Commissioner of Income Tax.” 

Comparatively little jurisprudence is available on the 
Income War Tax Act and hence the great body of taxpayers 
are more affected by the administrative interpretation and 
procedure adopted by the Minister in exercising the powers 
conferred on him under the Act than by “cisions of the 
courts. The difficulty frequently experienceu by taxpayers 
is in obtaining a specific point of law on which the Minister’s 
interpretation of the Act is based which would permit a 
further appeal to the court. 

This is particularly true of an appeal arising by the ex- 
ercise of the Minister’s discretionary powers given him un- 
der subsections 2 and 3 of section 6 of the Act, the words 
of which are painfully familiar to us and which read as 
follows: 

2. Limitation of expenses—“The Minister may disallow 
any expense which he in his discretion may determine to 
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be in excess of what is reasonable or normal for the business 
carried on by the taxpayer, or which was incurred in respect 
of any transaction or operation which in his opinion has 
unduly or artificially reduced the income.” 

3. Limitation of earned income in certain cases—“For 
the purpose of determining earned income the Minister may 
reduce the amount of any salary, wages, fees, bonuses, gra- 
tuities or honoraria which, in his opinion, are not commen- 
surate with the services actually rendered, and the amount 
of such reduction shall be treated for the purposes of this 
Act as investment income. The decision of the Minister 
shall be final and conclusive.” 

A conspicuous example in which judicial power is exer- 
- cised by the Minister is in the procedure for hearing and 
determining formal appeals made against - assessments 
levied by the Minister. These provisions are contained in 
sections 58 to 63 of the Act. These sections provide that 
when a taxpayer feels that he has been wrongfully or im- 
properly assessed by the Minister, he may address an appeal 
to the Minister—that is to the very man who made the 
assessment, and ask for relief. In determining and decid- 
ing such appeals the Minister must sit in judgment in a 
cause in which, as an administrator, he is a party and there- 
fore interested. This violates an elementary principle of 
natural justice. 

Nowhere in the Act has parliament provided any safe- 
guards against the abuse of the powers granted to the Min- 
ister except insofar as a right of appeal has been given to 
the court. This weakness in the Act from the point of view 
of the taxpayer has been aired recently in the House of 
Commons and the following extract is of interest in this 
connection: (R. B. Hanson—17 July, 1944) “I made an 
appeal to the Minister of National Revenue against the pres- 
ent law relating to appeals from income tax assessments. 
Under the law as at present the appeal is from Caesar to 
Caesar. I elaborated at considerable length against that as 
a non-British practice. The parliamentary assistant to the 
Minister of Finance admitted at once that it was an empty 
gesture and a waste of time. Upon my pressing the Min- 
ister of National Revenue and arguing that the principle 
was bad, he would not admit it, but he intimated that the 
department would consider setting up an advisory commit- 
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tee. That does not meet the situation because the appeal 
will still be to the same jurisdiction”. 

The matter of assessment and re-opening assessments 
warrants consideration and is very familiar to all account- 
ants. There has been nothing in the Act since its inception 
in 1917 to limit the time of assessment or re-opening assess- 
ments. One of the resolutions of the 1944 budget emphasizes 
this latter point in which it is moved “that the right of the 
Minister to re-assess or make additional assessment in re- 
spect of any tax year be limited to a period of six years 
from the date of the original assessment except where the 
taxpayer has made any misrepresentation or committed any 
fraud in making his return or supplying information under 
the Act.” We know that this limitation is in fact no limi- 
tation because original assessments may not be completed 
for some years after the filing of returns. It was suggested 
that the resolution be changed to read “six years from the 
date of filing the original return” but this suggestion was 
refused. 

In exercising his powers under the Act the Minister 
issues regulations and rules (many of which are known as 
departmental internal rulings) which interpret the law and 
apply it to circumstances and facts as they are met with and 
which cover both general and individual conditions. 

The regulations made by the Minister have the same 
force and effect as if contained in the law itself. They must 
be of formal character and receive the same publicity as 
does the statute itself and hence are published in the Cana- 
da Gazette. They may be general in their application or 
apply to a particular case only, although instances of the 
latter kind are few, if any. 

Rulings, so-called, have no effect in law and are merely 
the administration’s interpretation of the Act. They are 
issued by the Commissioner of Income Tax by virtue of the 
authority given him by his office and the powers sub-dele- 
gated to him by the Minister. They are used in the daily 
administration of the Act and are the guide by which uni- 
formity in administration is obtained in determining the 
departmental procedure and the liability of the taxpayer. 
Many of these are not publicized and frequently taxpayers 
know of them only when assessments are proposed. This 
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sometimes leaves a doubt in the minds of the taxpayers as 
to whether the same ruling will be applied in a uniform man- 
ner to all cases with similar conditions. Further, the rul- 
ings are not binding upon the Minister and presumably may 
be altered, amended or disregarded by the department as it 
sees fit and without notice. 

To appreciate fully the extent of administrative control, 
a study of the Act reveals that there are over 40 sections or 
subsections wherein the Minister may take discretionary 
action, about 5 where he is required to approve or otherwise 
and about 8 where the powers he exercises are deemed to be 
final and conclusive. To assist in assuring uniformity in 
the interpretation and application of the Act, I would sug- 
gest: 

1. That the publicity given to regulations should be 
given also to the principles and policy embodied in depart- 
mental rulings. In this way many uncertainties would be 
removed and taxpayers would have more confidence in the 
administration of the Act. 

2. That the Act should include the principles and policy 
adopted from time to time by the administration and in 
this way impose some limitation on the discretionary powers 
of the Minister. 

3. That a time limit be laid down in the Act for the 
making of original assessments. Inasmuch as taxpayers 
are required to file returns and pay taxes within a specified 
time limit it seems only reasonable that the government, on 
the other hand, should adhere to a specific time schedule for 
confirming or amending the returns filed. 

4, During wartime independent boards have been set 
up to assist the Minister on certain matters. It may be of 
benefit and assistance to the department and to taxpayers 
generally if a similar type of board were set up to study 
and rule upon contentious matters between the administra- 
tive officials and the taxpayer. 

The foregoing covers the points I wish to raise on the 
phase dealing with the uniformity in the interpretation and 
application of the Act. 

In conclusion I will summarize briefly my suggestions: 

First—A post-war rate of tax of 33144% should be col- 
lected on corporation earnings which would not be unreason- 
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able if it were coupled with the elimination of duplicate 
taxation and a fairer means of measuring income. 

Second—The procedure for administering the Act should 
be amended to bring about uniformity in the interpretation 
and application of the various sections and to insure that 
every taxpayer may know beyond question of doubt that 
he is receiving equal treatment with every other taxpayer 
in similar circumstances. 

I take great pleasure in passing this subject to Mr. Her- 
ington, who will lead further discussion thereon. 


COMMENTS ON CORPORATION INCOME TAX 
By H. P. Herington, F.C.A. 

OUR committees and the committees of the Provincial 

Institutes have done a great deal towards placing the 
accountants’ viewpoint before the taxation authorities, but 
much more remains to be done. It seems to me that at 
these meetings we cannot hope to do more than state some 
of the problems and indicate in rather general terms our 
views concerning them. We may discuss these matters 
here, but later the results of our discussion must be trans- 
lated into action. 

Mr. Patterson has dealt with two phases of income taxa- 
tion as affecting corporations, viz. rates and administration. 
Two factors determine the amount of income tax payable, 
the income subject to tax, and the appropriate rates. The 
rates are determined by parliament and with the possible 
exception of the tax assessable under section 32A are clear- 
ly set forth in the statutes. The other factor, income, is not 
so clearly defined and is not so readily determined. I do not 
suggest that the statutes could be so drawn as to furnish 
by their terms alone a clear and unmistakable definition of 
taxable income. While parliament can indicate in general 
terms the subject of taxation, it must be left to the admin- 
istration to work out the details, but as Mr. Patterson has 
pointed out the taxpayer is entitled to reasonable assurance 
that he receives comparable treatment to other taxpayers 
in similar circumstances. A few rulings have been pub- 
lished and made available to the members and these have 
been most helpful both to us and to our clients. All rulings 
having general application should be available to taxpayers. 
It is no answer to say that each case is determined on its 
own merits, because we all know that the adjustments 
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which are made to arrive at taxable income fall into rela- 
tively few classifications. Publication of the rulings can do 
no harm but on the other hand should benefit both taxpayer 
and government. 

I do not suppose that income for purpose of taxation 
need agree precisely with income determined in accordance 
with generally accepted principles of accounting. I believe, 
however, that a closer relationship than now exists would 
be desirable particularly in the case of corporations. The 
principle obstacle in the way of closer agreement lies in 
Section 6(a) which states: “In computing the amount of 
the profits or gains to be assessed, a deduction shall not be 
allowed in respect of (a) disbursements or expenses not 
wholly, exclusively and necessarily laid out or expended for 
the purpose of earning the income.” 

Now that section does not say whether the necessity for 
the expenditure is to be decided by the taxpayer or the tax- 
ing authority but in practice it is the taxing authority that 
has the final word subject only to an appeal to the courts 
whose decisions naturally rest on the legal rather than the 
accounting concept of income. 

Accordingly we have the situation where certain ex- 
penses considered by the taxpayer to have been necessarily 
incurred for the purpose of earning the income are not.al- 
lowed as deductions for tax purposes. Two examples will 
suffice to illustrate the point: (1) Interest on income tax 
and (2) Expenses, including premiums and discounts rela- 
tive to retirement and/or issue of bonds. 

I think we should continue to use our best efforts to 
bring about a better understanding in regard to allowable 
expenses. In doing so we should not attempt to defend 
those transactions which are carried out with reduction of 
taxes as their sole object, nor should we seek legislation to 
deal with a particular case if by doing so we create new 
problems in other directions. There has been a tendency, 
particularly in recent years, on the part of the taxing auth- 
orities to do this. For example in order to correct some 
obvious abuses arising from expense allowances a large 
number of taxpayers have been put to considerable incon- 
venience through bringing within the restrictions reason- 
able and proper arrangements for compensating employees 
for expenses incurred on behalf of employers. 
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Mr. Patterson has touched upon the question of double 
taxation by which is meant the practice of taxing profits 
when earned and taxing dividends when distributions of 
profits are made. Objection perhaps could not be taken to 
this system if the principle were applied to all taxpayers. 
There appears to be no good reason why a taxpayer who 
carries on his business as a single proprietorship or partner- 
ship should receive more favourable treatment taxwise than 
a group of persons who choose to carry on business through 
the medium of an incorporated company. 

I have made some approximate calculations to illustrate 
the point. Let us assume two businesses similar in charac- 
ter having profits before income and excess profits taxes 
of say $100,000, but the one business is carried on through 
the medium of a corporation of which one person is the sole 
beneficial shareholder. The other business is carried on as 
a single proprietorship. At this level of profits there is a 
difference in favour of the proprietorship of about 6% in 
the effective rate of taxation on the original profits. How- 
ever against this apparent discrepancy, there are certain 
offsetting advantages in favour of the corporation. Whereas 
the single proprietor is required to pay income taxes on the 
profits less excess profits tax at the personal rates whether 
he receives such profits or not the sole shareholder of the 
corporation is not called upon to pay income taxes at the 
personal rates except to the extent that he receives the 
profits in the form of dividends This leaves the sole share- 
holder with a larger amount for re-investment in the busi- 
ness than in the case of the sole proprietor. I am not 
familiar with the details of the so-called British system of 
taxation, but it is possible that that system would not be 
well adapted to this country. As an alternative we may 
suggest to the taxing authorities that dividends paid from 
profits which have borne tax should be subject to somewhat 
lower rates of taxation in the hands of the shareholder than 
other classes of income. The most serious aspect of double 
taxation arises when a company is wound up or undergoes 
a reorganization of its capital structure. It may be that 
constructive dividends which come within the provisions of 
Sections 13 to 19 of the Dominion Income War Tax Act 
might be more realistically dealt with by the taxing author- 
ities. I understand this is a matter which is now receiving 
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attention and it will be interesting to see how the problem 
will be dealt with. 

There is one more point I wish to make before leaving 
this matter of rates. For a number of years an additional 
2% has been levied in respect of consolidated returns. I 
have never understood why this is so. The Act requires 
that companies to be consolidated must be engaged in the 
same general class of business and a group of companies 
composed of parent and subsidiaries is frequently no differ- 
ent from a company with a number of branches. I believe 
that this discrimination against companies who choose to 
operate through the medium of subsidiary companies should 
be removed. Consolidated groups are also discriminated 
against in another direction. If the parent wishes to dis- 
continue the operations of a subsidiary and merge the 
assets with its own it is faced with the tax payable under 
Section 19 on the undistributed income of the subsidiary. 
Presumably on ultimate winding up of the parent company 
such income is again subject to tax. The situation is not 
improved if, as frequently occurs, the undistributed income 
of the subsidiary was, in fact, a surplus at date of acquisi- 
tion of the shares. 

Mr. Patterson has also spoken in regard to certain dif- 
ficulties that arise in connection with the administration 
of the income and excess profits tax acts. There are two 
stages in connection with income tax settlements. First 
there are the informal discussions with the local income tax 
office either before or after receipt of assessment and 
secondly there is the formal procedure in connection with 
appeals. As to the first it seems to me that more discretion 
should be given to the local offices in settling points of rela- 
tively minor importance. Over the years the income tax 
department has built up local organizations which are fully 
competent to deal with most questions which arise. If the 
suggestions which have already been made in regard to the 
publication of rulings are accepted the need for supervision 
from the central office becomes less important. In regard 
to appeals the principal objection to the present procedure 
is the expense involved. There is no doubt that many tax- 
payers have submitted to assessments which on appeal 
would have been varied but, having regard to the amount in- 
volved, the taxpayer has not felt justified in undertaking 
the expense of an appeal. This is particularly true of those 
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taxpayers who live at great distances from Ottawa where 
appeals must be heard. I suggest that local boards of tax 
appeals be established at each of the centres in which the 
income tax office is located. In the larger centres such as 
Vancouver, Toronto and Montreal such boards might have 
to sit continuously but in the smaller centres it would prob- 
ably be sufficient to have sittings say in the spring and in 
the fall. The hearings before such boards should be of a 
semi-formal nature at which public accountants as well as 
lawyers would be permitted to represent their clients in an 
official capacity. The findings of such boards should be 
published and over a period such findings would constitute a 
body of rules upon which future decisions would rest. 


APPLICATION OF THE INCOME WAR TAX ACT 
TO INDIVIDUALS 


By R. A. Roberts, C.A. 
y* THE something over 27 years in which I have been a 


member of The Dominion Association of Chartered 
Accountants this is the first time that I have been privi- 
leged to speak at one of its meetings. I appreciate the 
honor, sir, but at the same time I am conscious of a feeling 
of considerable diffidence in addressing my professional col- 
leagues on a subject on which, I hasten to confess, I do not 
pretend to have any special knowledge. 

It is not my intention to attempt any learned disquisition 
on the subject of taxation. That is something which would 
be quite beyond my powers. I shall content myself with 
the more modest task of suggesting for discussion a few 
matters of taxation as they concern the private individual. 
I understand from our secretary that another member is to 
deal with taxation as it affects corporations and yet another 
member with taxation as it affects unincorporated business- 
es. I also understand from our secretary that I am not to 
speak for more than fifteen minutes. 

It will be understood, of course, that any views which I 
shall express are my own, and not necessarily the views of 
any other member of The Institute of Chartered Account- 
ants of Manitoba. If some of these views are expressed 
somewhat vigorously, please bear in mind that my object 
is to provoke discussion. My subject is very limited in its 
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scope, and I fear I shall have nothing to say to you that has 
not already been said again and again. 

The first point which we might consider in connection 
with the taxation of individuals is the uncertainty which 
arises, first, from delays in assessing, and secondly, from 
the lack of adequate facilities for appeals from assessments 
as made by the department of income tax. A suggestion 
has been made, I believe, in the United States, and it cer- 
tainly seems to be a very good suggestion, that returns on 
the part of all salaried persons and wage earners receiving 
below a certain amount should be abolished. The idea is 
that the employer should deduct from the employee the full 
amount of income tax payable and remit the tax to the 
government having taken from the employee an affidavit to 
the effect that he has no other income. The adoption of 
such a plan in Canada would release a great number of 
assessors who could concentrate on the returns of those 
having larger incomes and so speed up the process of assess- 
ment very considerably. A second source of uncertainty to 
the private individual is the lack of adequate facilities for 
appeals. The present machinery for appeal is far too costly 
and the result is that decided cases to which reference can 
be made concern the affairs either of large corporations or 
of very wealthy individuals. The ordinary private person 
simply cannot afford to consider appeals under the present 
system, and the result is that he is very much at the mercy 
of the assessor. This is not just. Local committees of 
appeal should be set up at least in each province, and the 
procedure for appeals before the committees should be 
simple and inexpensive. The decision of the committees 
should be available to all taxpayers. 

Allowances for dependents were at one time made by 
means of the deduction from income of certain specific 
amounts. The result, of course, was that taxpayers with 
high incomes received greater allowances than those with 
smaller incomes, because in each case the tax was reduced 
by a percentage of the allowance, which was in fact the 
highest percentage of his income which the taxpayer paid. 
Under the present system a fixed allowance is made for 
each type of dependent. The result is that the allowance 
received by the taxpayer with a small income is a much 
larger percentage of his income than that received by the 
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taxpayer with a higher income. Some consideration, it 
seems to me, should be given to the fact that taxpayers 
with larger incomes have established for themselves over 
a number of years a different standard of expenditures from 
those with smaller incomes, and that it actually does cost 
the taxpayer with a higher income, far more to support a 
wife and to train and educate his children, than it costs the 
taxpayer with a low income. It seems to me that a fairer 
method would be to arrive at a certain basic figure and then 
to allow the taxpayer a percentage of this figure which 
might be the average percentage of tax that he pays on his 
income. 

Another improvement which has been suggested from 
time to time is the taxation of average incomes over two or 
more years instead of the taxation of one year’s income 
separately. One of the canons of taxation is that the gov- 
ernment should tax according to the taxpayer’s ability to 
pay. It is true that there are taxpayers whose incomes 
fluctuate violently from year to year, and I think nobody 
will deny that a man’s average income over a period of years 
is a better test of his ability to pay taxes than his income 
for any one year. On the present rate structure, however, 
there is not as much difference as one might expect as the 
following examples will show. Each example supposes the 
income to be that of a married man with two children. 

If such a man had incomes successively of $5,000, $12,000 
and $4,000, he would pay $529.40 more tax in three years 
that he would pay in three years on an average income of 
$7,000. If his incomes for three successive years were 
$2,000, $10,000 and $3,000, he would pay $601.60 more 
under the present system than he would on an average in- 
come. If his incomes were $10,000, $40,000 and $10,000 
he would pay under the present system $1,800 more than 
he would pay on an average income. 

If his incomes for two successive years were $10,000 and 
$40,000, he would pay $1,183 more tax under the present 
system than if his average income were taxed. Similarly, 
if his incomes for two years were $5,000 and $12,000, he 
would pay $440 more under the present system. 

A little more consideration might be given by the govern- 
ment to the individual taxpayer by seeing to it that over- 
payments in one year are, as a matter of course, credited 
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against the amount due in the succeeding year, or that in- 
terest is credited on overpayments at least to the extent of 
interest charged on the amounts due. 

Again, sympathetic consideration might well be given to 
the allowing of expenses laid out by a salaried person which 
are absolutely necessary to the earning of such salary. I 
refer to living expenses which are absolutely necessary, 
and in some cases uniforms, and certainly fees paid to pro- 
fessional bodies. For instance, a certain post may require 
the services of a man who must be a member of an associa- 
tion of engineers. Such a man should surely be allowed any 
fee he has to pay in order to remain a member of the 
association. 

The double taxation which results from the taxation of 
_ dividends is an important matter, and worthy of careful. 
consideration. It is not unreasonable to suggest that some 
relief should be given to the taxpayer in receipt of dividends 
from profits which have already been taxed. The present 
system works greater hardship on the person of small 
means than on the person of larger means, as the following 
examples will show. In each case it is assumed that the 
income is that of a married man with no dependents, whose 
income is derived entirely from dividends, and who receives 
full credit for his compulsory savings. It is also assumed 
that the company from which the dividends are received 
pays tax at 40%. 

One very important matter in our taxation laws so far 
as they concern the individual, is the taxation of annuities. 
Nobody, I think, denies that an annuity is composed partly: 
of a return of principal and partly of interest on such prin- 
cipal, the return of principal being, of course, less at the 
beginning and increasing towards the end. This is the view 
of the accountant, of the actuary, and of the business man. 
If it is agreed that an annuity is in part a return of capital, 
then why tax the capital? 

So far as annuities certain are concerned, the division of 
each instalment into principal and interest is quite easy. 
As regards life annuities, it may be argued that the diffi- 
culty of dividing each instalment into principal and interest 
in the case of an individual is a matter of great difficulty, if 
not an impossibility. I believe, however, that actuaries can 
easily calculate the amount of principal and income in each 
instalment so far as a large group is concerned, in exactly 
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Under Present System Under Suggested System 
Income 4 $833.33 


Normal Tax 


Graduated Tax $173.38 $ 52.00 
150.00 Nil 


Total Tax including Compulsory Savings 
—" Compulsory Savings 


LESS Paid by Company 


Net Tax 
Refund 


Cecccccccccccce eeecseccceeeeeS 15,000 


Normal Tax 
Graduated Tax $13,000 2 $ 20,000 $10,425 
1,340 60% 4,340 65% 2,821 
15 150 13,096 


Surtax . $13,500 $ 23,500 940 


Total — ene Compulsory 
$ 15,786 


1,000 


$ 14,786 
10,000 


$ 4,786 


Cc. 
$125,000 


Normal Tax $ 8,750 
Graduated Tax $70,000 $100,000 Z 


4,340 80% 24,340 
1 90,464 


$ 99,214 
$73,500 $123,500 4,940 


Total #8 including Compulsory 
$104,154 


1,000 


$103,154 
50,000 


$ 53,154 


D 
Income $500,000 


35,000 


Graduated Tax $100,000 $100,000 $ 69,925 
199,340 85% 399,340 85% 339,439 
150 239,214 150 409,214 


-$260,214 $444,214 
Surtax . $298,500 11,940 498,500 19,940 


Total — ae Compulsory 
$464,154 


1,000 


$463,154 
200,000 


$263,154 
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the same way as they calculate the amount necessary to be 
paid for such an annuity. It is true that, as between in- 
dividuals, there will be a difference in results according to 
the number of years each individual lives to enjoy his an- 
nuity, but from the point of view of the government who 
collects taxes from a large group this should make no differ- 
ence in the long run, as the calculations would be based on 
the average expectancy of life of the group of annuitants. 


When we come to te question of annual or other regular 
payments made under the terms of a will or trust, where 
payments are made first out of income and any deficiencies 
are made up out of principal, it is more difficult still to de- 
fend the propriety of our present method of taxing. 

If a testator leaves a lump sum to his widow and leaves 
it to her judgment how much she will spend, then apparent- 
ly she will pay tax on the revenue only, but if, desiring to 
protect her, he makes arrangements for her to receive 
regular payments, then she will be taxed both on principal 
and income or at any rate the testator will be compelled to 
make his arrangements with the most meticulous care and 
with the soundest legal advice available to him, and even 
then there is no guarantee that some legal decision which 
has no direct connection with the affairs of our testator, 
may result in retroactive legislation being enacted which 
might upset all his carefully prepared plans in spite of the 
fact that they were prepared entirely in accordance with 
the law as it then stood. ; 

It is true that there has been added to subsection (g) of 
section 3 of the Income War Tax Act a proviso “that an- 
nuity payments or other annual payments received under 
the provisions of any will or trust, which became effective 
prior to the first day of January 1944, shall be exempt from 
the amount paid out of the corpus of the estate or trust, 
but not exceeding fifteen hundred dollars in any year.”’ This 
proviso, however, affords no relief after lst January 1944. 

It is also true that the law as it now stands is in line with 
the law in England and in other dominions. The point, 
however, which I am trying to make is that an act which 
professes to tax income should confine itself to the taxation 
of income and not tax capital. 

So much for the arguments from the accounting and 
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actuarial points of view but I am aware, gentlemen, that 
there are arguments on the other side, and I hope that we 
shall hear them. For instance, it may be and indeed is argued 
with a good deal of force that in buying a life annuity for 
himself a man has parted forever with his capital and has 
received in exchange something entirely different, namely, 
a sure income for life. And in the case of annual payments 
under a will or trust it may be argued that while part of the 
payments are from the capital of the payer, these are not 
capital in the hands of the recipient who is merely being 
provided with an income and is accordingly taxed. The sub- 
ject is not a simple one. 

Finally, I come to a subject, or, rather, two subjects, on 
which the accountant, as such, cannot claim any special 
qualifications to speak, but on which any citizen who is in- 
terested in political trends has a right to have an opinion 
and to give expression to it. I refer to the centralization 
of the department of income tax in Ottawa and to the tend- 
ency to place more and more matters in the absolute dis- 
cretion of the Minister, which, I think everyone will agree 
actually means in the absolute discretion of the higher 
officials of the department. I regard the latter as a danger- 
ous trend and I should like to see a great measure of de- 
centralization in the department of income tax. Let the 
law be made as clear as possible and let us avoid as far 
as possible departmental rulings. 

It is argued that as government takes more and more 
upon itself in the way of social legislation it is inevitable 
that more and more discretionary powers should be given 
department officials; that parliament cannot handle the 
business of the nation without such delegations of power. 

It may be true that this is one of the unfortunate results 
of our changing conception of the duties of government. I 
do not think, however, that the argument has any validity 
in the field of income tax. Income tax—not in Canada, but 
in the commonwealth—is older than the oldest social legis- 
lation, older than confederation and in this field I think we 
should follow the sound principle that parliament should 
make the laws; that the courts should interpret them; and 
that parliament should delegate none of its powers to de- 
partmental officials. The citizen in his capacity as provider 
of funds for social services is entitled to guard his rights 
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more jealously than he is in his capacity as a recipient of 
the benefits of social legislation. 

I suggest that the inspectors of income tax be given 
greater power—indeed that they make the final assess- 
ments. I also suggest that in each inspection district there 
be set up a committee or commission such as I have referred 
to already and that this commission be quite independent 
of the department of income tax. I suggest that all appeals 
from assessments be made in the first instance to these 
commissions. I also suggest that all matters at present left 
to the absolute discretion of the Minister be dealt with by 
these commissions and that all their decisions be made pub- 
lic and available to all taxpayers. 

For instance, to claim depreciation was, at one time, a 
right possessed by the taxpayer. The Minister merely set 
reasonable rates. Now, depreciation is listed as a non- 
deductible expense except as allowed by the Minister. I 
submit that powers such as this should not be given to 
a person whose business it is to collect taxes. In the hands 
of an independent commission they would be tolerable. 

I do not see how any great objection could be raised to 
a proposal of this kind, except on the grounds of depart- 
mental convenience. It may entail at first a good deal of 
adjustment in thought and in practice, but I believe it would 
ultimately make for smoother working all around, and in 
any case I submit that what is involved is nothing less than 
the fundamental rights of citizens of a democratic country. 
Surely it is not to be tolerated by a free people that one 
man should be at the same time suitor and judge. Rather, 
the tax gatherer and the taxpayer should each be required 
to plead his cause before an independent tribunal. 

I do not wish for a moment to be understood as criticiz- 
ing the present officials of the department of income tax. It 
is the system which is being gradually evolved that I ob- 
ject to. I am, moreover, taking a long view. Human nature 
being what it is, I fear that step by step, changes will be 
made, each small in itself, but the cumulative effect of 
which may be that ultimately—not in our lifetime perhaps 
—taxes will be collected by an all powerful bureaucracy. 
Any one who will take the trouble to compare the original 
income tax act of 1917 with the act as it is today will under- 
stand exactly what I mean. 
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The important thing is the direction in which we are 
travelling, and I for one believe that we are travelling in 
the wrong direction, and that we have already travelled too 
far in that direction. If you look back into history I think 
you will find again and again that some malignant growth 
in the body politic which has had to be removed at the cost 
of much pain and trouble started as a harmless enough 
thing and became a political evil simply because there 
were inherent in the thing itself the seeds which would grow 
into evil. Such seeds, it seems to me, exist abundantly in 
any system under which officials of a department of gov- 
ernment are given powers which should only be given to in- 
dependent judicial bodies. 















SOME EFFECTS OF INCOME TAXES AND SUCCESSION 
DUTIES ON PRIVATELY OWNED COMPANIES 
AND THEIR SHAREHOLDERS 


By L. R. Sinclair, C.A. 


UR concept of the taxation of income in British coun- 
tries does not comprehend the levy of a tax on capital 
or on capital gains on the theory that confiscation can take 
place only once, whereas taxation can be continued indefi- 
nitely. We can therefore reasonably assume that the legis- 
lation embraced by the subject heading of this brief, was 
not intended to conflict with this concept, except insofar as 
it relates to succession duties, wherein the principle of 
partial confiscation by the state is fully recognized and 
accepted. 

A careful review of the IncomeWar Tax Act in conjunc- 
tion with the various succession duty acts, may fail to 
reveal certain inequities inherent in these laws. We are 
perhaps justified in concluding that their presence was not 
even suspected by our legislators, and that they have only 
become apparent when the relevant acts were applied to 
specific cases. Their effect on the estates of testators own- 
ing substantial controlling interests in private corporations, 
but virtually no other assets, provides a good example of 
one serious inequity which appears to be greatly at variance 
with our theories of taxation. 
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To illustrate the inconsistency of the relevant legislation 
we shall give consideration to the incidence of taxation un- 
der these acts on two different types of estate, the testators 
of which are both assumed to have died after the enactment 
of the Dominion succession duty acts as follows: 

1. An estate owning a well diversified investment docket 
of readily marketable securities, and other assets. 

2. An estate consisting of a substantial controlling in- 
terest (say 80%) in a private corporation, but virtually no 
other assets. 

In the case of the first of the two above mentioned 
estates it is unlikely that any difficulty would be experienced 
by the executor in quickly realizing sufficient funds to li- 
quidate the liabilities for Dominion and provincial succes- 
sion duties. As is well known, these duties must be paid 
before probate can be obtained and before settlement of 
other liabilities and distribution of the remaining assets of 
the estate is made to the beneficiaries. 

In the case of the estate consisting substantially of 
shares of a privately owned company, however, difficulties 
may arise which will render it impracticable or even impos- 
sible for the executor to realize sufficient funds for the 
payment of succession duties, thus delaying indefinitely the 
whole process of administration of the estate. The follow- 
ing are examples of some of the difficulties which may 
arise :— 

1. A sale of the shareholdings of the estate may not 
be possible without serious sacrifice. 

2. The fact that the undistributed surplus would be tax- 
able in the hands of the shareholders on the sale of the 
assets and winding up of the company may render such a 
sale inadvisable. 

3. Bankers may not be willing to advance funds for 
the payment of succession duties on the security of the 
estate’s shareholdings in the private corporation, because 
of the indefinite position as to the amount of income taxes 
exigible on dividend distributions to shareholders. 

4. Minority shareholders, who would be entitled to do 
so, may object to the withdrawal of funds for the benefit 
of the majority shareholder (the estate) on the grounds 
that such action might prejudice the liquid position of the 
company. 
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5. Assuming that ample excess working capital is avail- 
able, advances to the majority shareholder (the estate) may 
be impracticable because of the possibility of their being 
treated as dividends under Section 18 of the Income War 
Tax Act and therefore taxable. 

In such circumstances the executor would find that he 
was in a position where he could neither sell the holdings 
without serious sacrifice nor borrow sufficient money for 
the liquidation of the succession duties. He might then give 
consideration to the possibility of obtaining the necessary 
funds by way of dividend from the company, but here he 
would be faced with the problem of paying income taxes on 
the amount of the dividend. 

We shall assume that the testator’s widow is the sole 
beneficiary and that the succession: duties amount to ap- 
proximately $60,000 and the earned surplus of the private 
corporation at the date of death to approximately $400,000 
(all deemed to be taxable on distribution). He would find 
that at the current rates of income tax, the estate’s 80% 
share of a dividend equal to the full amount of the surplus, 
would, after payment of income taxes thereon, yield less 
than 50% of the cash required to liquidate the succession 
duties. 

Furthermore the position would not be improved ma- 
terially by the existence of a much larger surplus because 
98% of any dividend in excess of $100,000 paid in one year 
to an unmarried individual would be absorbed by income 
taxes. The fact that the surplus may represent the ac- 
cumulation of earnings over a long period of years, would 
not alter the incidence of the tax payable on distribution. 

Apparently the only justification for the virtual con- 
fiscation of this substantial equity in the surplus, is, that 
from the standpoint of taxes collected by the Dominion 
government the proprietary shareholder who retains the 
earnings in the business would otherwise in most instances, 
enjoy an advantage over the shareholder of a similar com- 
pany in which earnings had been distributed and taxes paid 
thereon, from year to year, as earned. 

The relevant legislation and case history etc. is clearly 
and concisely set forth by Mr. Molyneux L. Gordon, K.C., 
in his brochure entitled “Memorandum as to the combined 
effect of income tax and succession duties” from which the 
following quotations are taken: 


292 








TAX PROBLEMS 


“The difficulty has arisen in this way: On 4th April, 
1924, the Court of Appeal in England, in the case of IN- 
LAND REVENUE COMMISSIONERS v. BURRELL (1924) 
2 K.B. 52, decided that if a company was placed in liquida- 
tion any accumulated profits became capitalized and could 
be divided amongst the shareholders free of tax. Conse- 
quently, any taxpayer who desired to escape payment of tax 
could operate a company for a number of years, refrain 
from payment of dividends, place the company in liquida- 
tion, and receive the earnings free of tax. He could then 
buy the assets from the liquidator and start all over again. 
To stop this leak on 19th July, 1924, the Canadian Income 
War Tax Act was amended by the insertion of the follow- 
ing paragraph, which now appears as section 19: 

“‘On the winding up, discontinuance or reorganization 
of the business of any incorporated company the distribu- 
tion in any form of the property of the company shall be 
deemed to be the payment of a dividend to the extent that 
the company has on hand undistributed income.’ 

“In 1919 the Income War Tax Act was amended and 
the Minister was given power to impose a tax in all cases 
where he considered that companies had accumulated in- 
come and failed to divide the same for the purpose of evad- 
ing tax, and where no action was taken it is fair to assume 
that the earnings were legitimately applied in expansion.”... 

“The legislation as at present framed seems to assume 
that either the owner of a limited company will have assets 
outside the business sufficient to pay succession duties in 
full, or that the business will be sold for approximately its 
real value. This is usually very difficult when the founder 
and directing head is dead. 

“The effect of this legislation is apparently misunder- 
stood by the public and may not have been fully appreciated 
by the Minister of Finance, because in 1934 it was probably 
pointed out that taxpayers would experience hardship when 
called upon to pay interest on succession duties, and a clause 
was inserted in the Act to protect them. This clause was 
amended in 1989 and now reads as follows:— 

“5, “Income” as hereinbefore defined shall for the pur- 
pose of this Act be subject to the following exemptions and 
deductions :— 
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‘(1) Annual interest accruing within the taxation period 
in respect of succession duties or inheritance taxes:’ 


There seems to be little reason for permitting the bene- 
ficiaries of a deceased taxpayer to deduct interest on suc- 
cession duties and at the same time re-arrange the Act so 
that you take not only his whole estate but leave him in 
debt.” 

In concluding his memorandum Mr. Gordon suggests 
that Section 5 of the Income War Tax Act should be 
amended to read: 

5. “Income as hereinbefore defined shall for the purposes 
of this Act be subject to the following exemptions and de- 
ductions. 

(1) (i) dividends applied in payment of succession 
duties.” 

Such a subsection would seem to provide adequate relief 
to the majority shareholder in the example recited above, 
but the situation created whereby exemption is granted to 
the majority shareholder, while presumably still levying the 
full tax on the dividend to the minority interests might be 
expected to produce difficulties for the taxation authorities. 

The whole matter was brought to the attention of the 
House of Commons by the Minister of Finance in his budget 
speech on June 26, 1944. 

Reference was made by Mr. Ilsley to two special income 
tax problems to which a great deal of study had been given 
during the preceding year. The first of these problems re- 
lated to the treatment of annuities and other like payments 
such as the various types of pension and retirement plan. 
Having explained the difficulties attendant upon any pro- 
posal to alter the present basic rule under which annuities 
are taxed, Mr. Ilsley proceeded to deal with the problem cre- 
ated by the combined incidence of income tax and succession 
duties upon the holdings of deceased persons in private 
companies with accumulated surpluses, which to use his 
words was “probably more difficult and incapable of any 
wholly satisfactory solution.” 

In his concluding remarks on this subject, Mr. Isley 
made the following statement: 

“In the hope of securing the best and soundest solutions 
of these two difficult problems, I am proposing to make use 
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of the procedure which has frequently been found of value 
in dealing with particularly difficult tax problems in Great 
Britain, and therefore to recommend the appointment of a 
special commission to inquire into these problems in detail, 
to examine the various types of cases involved, to hear evi- 
dence if necessary and to make recommendations for their 
solution. As a consequence, I am expecting that in next 
year’s budget, answers to these difficult basic problems of 
our income tax can be proposed which will not only appear 
as reasonable and practical under war conditions, but which 
may be expected to stand the test of time as well.” 

These observations were preceded by Mr. Ilsley’s asser- 
tion to the effect that: “When a solution is achieved I would 
recommend that it should be applied in respect of those 
cases now pending.” 

It therefore appears that considerable additional delay 
is likely to occur before these cases can be finally settled 
by the taxation authorities. The effect of this further delay 
on the affairs of many of the estates can not be expected 
to be favourable. 

Too often our busy taxation officials are called upon 
to interpret and administer legislation which it appears has 
not been subjected to sufficient preliminary research and 
review. The excess profits tax act of 1939 which was later 
repealed, affords an example in which much more time must 
eventually have been lost than would have been the case if 
proper care and consideration had preceded the action of 
placing the legislation on the statute books. The solution 
to many of our taxation difficulties would appear to lie in 
more thorough consideration of our tax bills before they 
become law. The subject matter herein discussed provides 
a powerful argument for the adoption of such a course. 


SUCCESSION DUTY TAX AGREEMENT 


The Canada-United States convention regarding estates 
taxes, which was enacted by the Parliament of Canada at 
the 1944 session, and the contents of which were given in 
the August issue of THE CANADIAN CHARTERED ACCOUNT- 
ANT, went into effect on August 28 by proclamation of the 
Governor in Council. 
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Montreal Power Appeal Dismissed 


oo Judicial Committee of the Privy Council has dis- 
missed consolidated appeals in the Montreal Power 
cases, which dealt with the admissibility, for income tax 
purposes, of expenses incurred for refunding. 

The cases are Montreal Light, Heat & Power Consolid- 
ated v. Minister of National Revenue, and Montreal Coke & 
Manufacturing Company v. Minister of National Revenue. 
They were heard by the Exchequer Court of Canada, the 
Supreme Court of Canada, and the Judicial Committee of 
the Privy Council, all three of which upheld the depart- 
ment’s ruling to the effect that the refunding expenses were 
not deductible. 

The judgment of the Judicial Committee of the Privy 
Council, expressed by Lord Macmillan under date May 3, 
1944, is as follows: 

The appellants in these consolidated appeals, hereinafter 
for brevity called ‘‘The Coke Company”’ and ‘‘The Light 
Company’’, carry on important undertakings in Canada 
which are financed in part by money borrowed from the 
public on interest-bearing bonds. At January 1, 1935, the Coke 
Company had outstanding a series of 514% bonds maturing in 
1947 but redeemable prior to maturity at a premium. Prin- 
cipal and interest were payable at the bondholder’s option in 
United States dollars. The Light Company at January 1, 1936, 
had outstanding a series of 5% bonds maturing in 1951. Prin- 
cipal and interest were payable at the bondholder’s option in 
gold at Montreal, Toronto, New York or London. Owing to 
the state of the exchange the options as to the mode of payment 
occasioned considerable expense to both companies. Market con- 
ditions being favourable, both companies decided, with a view 
to reducing their interest charges, to redeem their existing bonds 
before maturity and to reborrow at lower rates on less onerous 
conditions as to payment. The carrying through of these finan- 
cial operations necessarily involved substantial outlays on the 
part of both companies. The question for decision by their 
Lordships is whether these outlays are permissible deductions 
under the Income War Tax Act, R.S.C. 1927, c. 97, in the assess- 
ment of the appellants’ taxable income. 


Details of Refinancing : 
In order to appreciate the nature of the expenditure incurred 
by the companies in the conversion of their bonds it is neces- 
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sary to set out the items in some detail. In the case of the 
Coke Company the amount of their 544% bonds outstanding 
was $3,457,000. Notice was given that the bonds would be re- 
deemed at December 1, 1935, the next date for the payment 
of interest. As this date anticipated the maturity of the bonds 
a premium of 2% was payable, amounting to $69,140. The 
bondholders being entitled at their option to payment in United 
States dollars this involved the disbursement of $36,744.81 on 
account of exchange premium. Under the scheme the company 
paid off $57,000 of the bonds out of earnings and replaced the 
balance of $3,400,000 by the issue of two new series of bonds, 
one of $1,200,000 314% bonds, the other of $2,200,000 4% bonds, 
principal and interest being payable in Canada. A commission 
- or discount of 14% on the 314% issue and of 1% on the 4% 
issue was paid to underwriters who took up the. whole of both 
issues. This commission or discount amounted to $28,000. These 
three sums of $69,140, $36,744.81 and $28,000 amounting to- 
gether to $133,884.81, the company decided to amortize by 
spreading them over 12 years, involving a charge of $10,535.16 
annually against income. 

Then as the old bonds were not repaid till December 1, 1935 
and the new bonds dated from September 16, 1935, the company 
had to pay interest on both the old bonds and the new bonds 
for the overlapping period. This cost the company $23,207.54. 
And legal, printing and other incidental expenses were incurred 
to the amount of $12,484.92 in connection with the retiring 
of the old bonds and the issue of the new bonds. These two 
items the company charged wholly against the income of the 
year 1935 but was willing to amortize them on the same footing 
as the other items above mentioned. 

The result of this ‘‘refinancing’’—the word is the appellants’ 
—was a reduction of the company’s interest charges by $4,750 
in 1935 and $55,716.66 in 1936. In contrast with the system 
obtaining in the United Kingdom the legislation of Canada per- 
mits in the computation of taxable income, the deduction of 
‘such reasonable rate of interest on borrowed capital used in 
the business to earn the income as the Minister in his discretion 
may allow’’ (Income War Tax Act, s. 5(b)). Consequently, 
a diminution in deducted interest charges reflects itself, other 
things being equal, in increased taxable income. 
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The Light Company 

The details in the case of the Light Company are on the same 
lines. The company had outstanding 5% bonds to the amount 
of $27,615,000. The premium paid on their retirement was 4%, 
amounting to $1,104,600. The exchange premium cost $676,726. 
The old bonds were repaid out of the proceeds of the sale of 
investments to the extent of $12,615,000. The balance of $15,- 
000,000 was reborrowed on two series of bonds with different 
periods of redemption, one of $5,000,000 at 214% and one of 
$10,000,000 at 314% principal and interest being payable in 
Canada. Discount at the rate of 144% was paid on the 244% 
issue and at the rate of 4% on the 314% issue, amounting 
in all to $475,000. Expenses in connection with the operation 
accounted for $25,753.42. These four items, totalling $2,282,- 
079.42, the company amortized by spreading them over 20 years, 
the amount debited to 1936 (for 11 months) being $104,596.04. 
In this case also there was overlapping interest to the amount 
of $79,166.64 and the whole of this, as well as an item of 
$29,134.75 representing excise tax and expenses paid on the 
transfer of certain securities, the company charged against 1936 
without amortization. The result of the whole operation was a 
large saving in interest charges and exchange. 

The Coke Company in making its return of income for the 
year 1935 deducted a sum of $46,227.62 made up of the amor- 
tization instalment of $10,535.16, the overlapping interest $23,- 
207.54 and expenses $12,484.92, as above detailed. In its re- 
turn for 1936 the company deducted the amortization instal- 
ment of $10,535.16. 

The Light Company in making its return for the year 1936 
deducted a sum of $212,897.43 made up of the amortization in- 
stalment of $104,596.04, the overlapping interest $79,166.64 and 
the excise tax $29,134.75. 

Disallowance and Appeals 

The respondent the Minister of National Revenue disallowed 
in toto the deductions claimed by the Coke Company. The 
company served a notice of appeal on the Minister. The Min- 
ister affirmed his assessment. Thereupon the Company sent to 
the Minister a notice of dissatisfaction to which the Minister 
replied adhering to his decision. Finally the Minister caused - 
the relevant documents to be transmitted to the Registrar of the 
Exchequer Court of Canada and the matter was then deemed 
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to be an action in that Court ready for trial or hearing. The 
procedure in the case of the Light Company followed the same 
lines. It may be noted that the claim to deduct the item of 
$29,134.75 for excise tax was not pursued and disappears from 
the case. 

The appeals of both parties were heard in the first instance 
by Maclean J., [1941], 2 D.L.R. 97, Ex. C.R. 21, who affirmed 
the Minister’s decision disallowing the deductions. Appeals to 
the Supreme Court were dismissed by a majority consisting of 
the Chief Justice (Sir Lyman P. Duff), Davis and Kerwin JJ.; 
Rinfret and Taschereau JJ., dissenting. The reasoned judg- 
ments of the Court are given in the Light Company’s appeal 
[1942], 1 D.L.R. 593, S.C.R. 89 and 106. Special leave to ap- 
peal to His Majesty in Council was granted on the advice of 

‘their Lordships. 


Definitions of Income and Deductions 
The question at issue turns entirely upon the terms of the 
Income War Tax Act. Part II of the Act, which is headed 
‘‘Exemptions and Deductions’’, contains s. 6 which has a sub- 


heading ‘‘Deductions from Income Not Allowed’’. So far as 
relevant to the present purpose s. 6 reads as follows: 

“6. In computing the amount of the profits or gains to be 
assessed, a deduction shall not be allowed in respect of 

‘*(a) disbursements or expenses not wholly, exclusively and 
necessarily laid out or expended for the purpose of earning 
the income; 

**(b) any outlay, loss or replacement of capital or any pay-. 
ment on account of capital or any depreciation, depletion or 
obsolescence, except as otherwise provided in this Act.’’ 

By s. 9 [am. 1942-43, ec. 28, s. 12] of the Act the tax is 
charged upon income and by s. 3 income is defined to mean 
annual net profit or gain. 

It is important to attend precisely to the language of s. 6. If 
the expenditure sought to be deducted is not for the purpose 
of earning the income and wholly, exclusively and necessarily 
for that purpose then it is disallowed as a deduction. If the 
expenditure is a payment on account of capital it is also dis- 
allowed. The appellants say that the outlays in question were 
made wholly, exclusively and necessarily for the purpose of 
earning income and were not payments on account of capital. 
The respondent maintains the contrary. 
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Expenses in Relation to Income 

The justification for upholding the deductions claimed could 
not be more attractively presented than it is in the judgment 
of Rinfret J. (now Chief Justice of Canada) with which 
Taschereau J. concurred. The learned Judge says [[1942] 1 
D.L.R. at pp. 603-5]: ‘‘There are two ways of increasing the 
profits from a trade or commercial or other calling: either by 
increasing the earnings while the expenses remain the same, or 
by decreasing the expenses while the earnings remain the same, 
Of course, if the expenses diminish at the same time as the 
gross earnings are increased, the profits will be correspondingly 
larger, and the proposition just mentioned is only made more 
evident. . . . In order to pay a lower interest and to get rid 
of the exchange rates, it was necessary to redeem the original 
bonds; and, therefore, the expenses required to achieve that re- 
sult were wholly, exclusively and necessarily laid out or ex- 
pended for the purpose of decreasing the fixed interest and 
exchange charges, and, accordingly, ‘for the purpose of earning 
the income’.’’ Down to the last nine words quoted the state- 
ment of Mr. Justice Rinfret is unexceptionable, but their Lord- 
ships are unable to accompany him in leaping the last fence. 
If the statute permitted the deduction of expenditure incurred 
for the purpose of increasing income the appellants might well 
have prevailed. But such a criterion would have opened a very 
wide door. It is obvious that there can be many forms of ex- 
penditure designed to increase income which would not be ap- 
propriate deductions in ascertaining annual net profit or gain. 
The statutory criterion is a much narrower one. Expenditure 
to be deductible must be directly related to the earning of in- 
come. The earnings of a trader are the product of the trading 
operations which he conducts. These operations involve out- 
goings as well as receipts and the net profit or gain which the 
trader earns is the balance of his trade receipts over his trade 
outgoings. It is not the business of either of the appellants 
to engage in financial operations. The nature of their businesses 
is sufficiently indicated by their titles. It is to these businesses 
that they look for their earnings. Of course, like other business 
people, they must have capital to enable them to conduct their 
enterprises, but their financial arrangements are quite distinct 
from the activities by which they earn their income. No doubt 
the way in which they finance their businesses will or may reflect 
itself favourably or unfavourably in their annual accounts but 
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expenditure incurred in relation to the financing of their busi- 
nesses is not, in their Lordships’ opinion expenditure incurred 
in the earning of their income within the statutory meaning. 
The statute in s. 5(b) above quoted significantly employs the 
expression ‘‘capital used in the business to earn the income’”’, 
differentiating between the provision of capital and the process 
of earning profits. 

A faint suggestion was made that the item for overlapping 
interest might be differentiated from the other items of expendi- 
ture in view of the fact that interest on borrowed money is a 
permissible deduction at such rate as the Minister may allow. 
But the overlapping interest was paid as part of the cost of 
the refunding operations and on money borrowed temporarily 
in excess of what was required for the purposes of the businesses 

. during the overlapping period and was thus properly disallowed 
by the Minister. 
Expenses of Original Financing 

It was conceded in the Courts in Canada, and in any event 
it is clear, that the expenses incurred by the appellants in orig- 
inally borrowing the money represented by the bonds subse- 
quently redeemed were properly chargeable to capital and so 
were not incurred in earning income. If the bonds had subsisted 
to maturity the premiums and expenses then payable on redemp- 
tion would plainly also have been on capital account. Why then 
should the outlays in connection with the present transactions, 
compendiously described as ‘‘refunding operations’’, not also 
fall within the same category? Their Lordships are unable to 


discern any tenable distinction. In the history of both com- 


panies the financial re-adjustment of their borrowed capital 
was an isolated episode, unconnected with the day to day con- 
duct of their businesses, and the benefit which they derived 
was not ‘‘earned’’ by them in their businesses. 

In the Courts in Canada the deductions claimed were held 
to be struck at both by para. (a) of s. 6 as not being expenditure 
for the purpose of earning the income and by para. (0b) as being 
payments on account of capital. It may well be that items of 
expenditure may be open to both objections. The first objec- 
tion, which their Lordships uphold, is sufficient for the disposal 
of the cases but their Lordships in no way dissent from the 
view that the second objection also applies. 

Reference was made in the course of the argument for the 
appellants to a number of reported cases, chiefly on the an- 
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alogous provisions of English, Dominion and Indian Revenue 
Statutes. In some of these cases attempts were made to formu- 
late principles of discrimination among different kinds of ex- 
penditure, permissible or prohibited as deductions. They illus- 
trate the diversity of the problems which may arise. Their 
Lordships do not on the present occasion find it necessary to 
discuss these authorities as in their opinion the particular ex- 
penditure with which they have to deal falls clearly within the 
statutory prohibition against deduction. 


Their Lordships will accordingly humbly advise His Majesty 
that the consolidated appeals be dismissed, and the judgments 
of the Supreme Court of Canada be affirmed. The appellants 
will pay the respondent’s costs of the present appeal. 


RECONSTRUCTION AND THE “PUB” 


Perhaps our ideas on reconstruction, on this side of the 
water, are not broad enough, judging by the following ex- 
tract from “The Economist” of London, England, quoting 
from the chairman’s remarks at the annual meeting of 


Smith’s Potato Crisps (1929) Limited: 


“You are all aware of the almost innumerable plans for the recon- 
struction of practically everything and everybody that are finding ex- 
pression today. I hope that in these plans certain reforms in our 
licensing laws will be effected enabling licensed houses—who have 
always been such a valued source of distribution to us—to render even 
greater service to the public. 

“The licensees of the country are a body of men and women well 
fitted to give a full measure of co-operation in supporting legislation 
for continual improvement in the lives of the people. They have ren- 
dered a humane service to the whole community with whom they 
are in constant and sympathetic touch. 

“Before the war, through the enterprise of our brewers in all parts 
of the country, the houses built for public entertainment and refresh- 
ment led in architectural design and quality of craftsmanship, as well 
as in amenities for the public. In the long period of housing shortage 
which is generally envisaged, the provision of food and drink in these 
comfortable surroundings would have an added value.” 
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Current Accounting Literature 
By J. D. Campbell, C.A. 


—— No. 24, Volume XXV, 15th August, 1944, 
published by the National Association of Cost Account- 
ants (385 Madison Avenue, New York) carries an article 
on “Budgetary and Financial Policies for Industrial Cor- 
porations” by E. Stewart Freeman. 

The article is designed primarily to place before the 
reader certain basic considerations covering financial and 
budgetary policies which should be given due weight in 
the preparation of any budgetary program. 

The function of cost accounting is considered in relation- 
ship to the circle of sales, costs and profits. It is pointed 
out that the primary function of cost accounting should 
be towards a reduction of costs rather than as a determin- 
ant of selling price. “Cost accounting can be of great use 
in helping management to organize and control the cost 
structure so that the concern can at least hold its place in 
the market and in advising management as to how costs 
and profits will be affected by different volume of sales or 
capacity, by different methods of manufacturing or market- 
ing or by the addition, elimination or alteration of pro- 
ducts.” 

In covering the general field of financing the various 
topics considered cover both external and internal sources 
of financing with special attention to the question of de- 
preciation, effects of the changing price level and the control 
of durable assets. The point is developed in discussing the 
effect of a changing price level that “there can be no net 


gain to the corporation until enough additional dollars have 


been provided out of gross income to offset the depreciation 
in dollars originally invested by the stockholders.” 

The discussion of the respective considerations centres 
around the question of the development of a long run 
budgeting program supplemented by a short range budget 
to fill in the details. 

Bulletin No. 1, 1st September, 1944, of the National 
Association of Cost Accountants, presents two articles, one 
of which provides a timely discussion on the use of the 
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concept of normal capacity and the other presents a review 
of the type of adjustments which have been made by U.S. 
governmental agencies resulting from their audit examina- 
tion of contractors’ claims. 

Normal Capacity 

L. W. Downie in an article “Normal Capacity and Its 
Uses” against a background of the primary functions of 
cost accounting indicates the nature of the concept of 
normal capacity and outlines the manner in which the 
concept meets the requirements of establishing reasonably 
accurate costs. 

The concept of normal capacity, used as the foundation 
for burden accounting, is based on productive capacity 
modified by the ability to sell and collect. The significance 
of the concept lies in the modification. In discussing the 
use of the normal capacity concept as applied to the deter- 
mination of basic standard burden costs, the significance 
of the normal aspect is indicated in reference to the setting 
of selling prices and in analyzing variances which might 
arise. 

The use of the normal capacity concept tends to eliminate 
fluctuations in cost due to the volume factor. “All costs 
incidental to idle equipment which is not required to pro- 
duce any of the potential business are not a part of the 
cost of production and should not enter into such costs in 
any form.” 

In discussing the question of the disposition of un- 
absorbed burden arising from the use of the burden rate 
set upon the concept of normal capacity, it is suggested 
that the normal burden rate be used to cost sales and value 
inventories and that any resulting “unabsorbed burden will 
be charged directly to cost of sales as a specific item.” 

In the final portion of the article specific examples are 
presented under which the possible effect of the failure to 
use normal capacity costs is indicated. “A correct analy- 
sis of normal capacity and normal burden and a proper 
application of such findings can be distinctly helpful te 
management in establishing sound management and sales 
policies.” 

Balance Sheet Form 

William H. Franklin in an article published in the 

Bulletin of the National Association of Cost Accountants, 
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15th September 1944, presents the following illustration as 
to possible changes which might be well to incorporate in 
the published balance sheet in order to meet the criticisms 
which are being levelled at the presently accepted balance 
sheet in respect to form, subdivided into terminology, 
structure and the impression created by it. 


XYZ COMPANY 
STATEMENT OF FINANCIAL POSITION 
December 31st, 1943 
$ 9,427,000 
Notes and accounts receivable less bad debt 
losses sustained 15,128,000 


$24,555,000 
Less: 

Accounts payable $ 7,127,000 

Accrued wages and expenses 477,000 


Federal taxes 12,227,000 
———___ 19,831,000 


$ 4,724,000 
527,000 
Costs deferred to future operations: 
Inventory $32,896,000 
Building, machinery and 
equipment-cost $45,128,000 
Less portion there- 
of charged to 
prior operations 21,019,000 
—————_ 24, 109,000 
Prepaid insurance taxes, etc. 227,000 
————_ 57,232,000 


Total net assets $62,483,000 


Represented by: 
Capital stock 500,000 shares common stock 
at $100 per share $50,000,000 
Accumulated profits 12,483,000 


$62,483,000 
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Contract Cost Adjustments 

Clark L. Simpson presents a “Case History of Twenty- 
Seven Government Audits” in which an outline is presented 
of the recurring types of errors which are being encountered 
in the audit of contractors’ claims. The various types of 
adjustments made are discussed under the general head- 
ings of material, labor, overhead and miscellaneous ex- 
penses. 

Accounting and Auditing Trends 

Samuel J. Broad in an article “Recent Developments in 
Accounting and Auditing” published in the September 1944 
issue of “The Journal of Accountancy” (13 East 41st Street, 
New York) presents a concise review of the recent develop- 
ment in the fields of both accounting and auditing with 
specific attention to the question of trends. 

Although in both the field of accounting and auditing 
a decided trend is noticeable towards increased objectivity 
through the development of standards, there still remains 
ample scope for the exercise of professional judgment in 
the application of the standards to the problems which 
might arise. Specific case examples are set out indicating 
the scope which exists for the exercise of professional 
judgment. 

In discussing the general area of the accounting field 
the significance of the basic accounting and economic con- 
cents is stressed. “Difficulties sometimes seem to arise be- 
e,¢ oe @ifferent individuals approach questions from the 

sndpoint of different basic accounting and economic 
comeepts.” In illustration the question of the treatment 
tt» be accorded income taxes is used. Are they an operating 
«arge related to the operating income of the business or 
are they a share of the profits required to be paid to the 
dominant partner—the government? 

“As the committee on auditing procedure pursues its 
studies it is becoming more and more evident that the 
determination of what is sound auditing procedure in par- 
ticular circumstances revolves around the application of 
judgment in respect of a series of relationships: (1) The 
materiality of the item in relation to the whole; (2) the 
relative risk of material error whether of omission, or 
commission or of judgment; and (3) the relationship of 
cost to the benefit or protection provided.” 
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In conclusion it is suggested that the answers to any 
questions which might arise in either the accounting or 
auditing field will be found in the determination and ap- 
plication of those broad general or philosophical principles 
which apply throughout our work. Although certain steps 
have been taken in this direction there still remains a 
decided gap to final accomplishment. 

Contract Costs 

W. J. Thompson, president of the Association of the 
Accountants of Australia, in a paper presented to the 
Accountants’ and Secretaries’ Educational Society (400 
Queen Street, Brisbane) on “Costing in Relation to Govern- 
ment Contracts” discusses the general question of costs 
. which are allowable and disallowable by the Australian 
government in the contracts which are made by the govern- 
ment with the respective contractors. 


Corporate Entity 

Albert Levitt in an article “Disregarding the Corporate 
Entity in Tax Cases” published in the October 1944 issue 
of “Taxes—The Tax Magazine” (Commerce Clearing House, 
Inc., 214 N. Michigan Avenue, Chicago) presents a discus- 
sion on a series of U.S. tax cases dealing with the question 
of corporate entity from which a general conclusion is 
‘drawn. An analytical comparison of the cases results in a 
general rule of law which the courts follow when they apply 
the principle that the separate identity of the corporation 
may be disregarded “in exceptional situations where it 
otherwise would present an obstacle to the due protection 
or enforcement of public or private rights.” 

The rule of law developed is that the separate identity 
of the corporation will be disregarded and the activities of 
the corporation and the results of those activities will be 
imputed to the controlling shareholder of the corporation 
if (1) the property upon which the tax is to be imposed 
has reached and comes to rest in the possession and owner- 
ship of the controlling shareholder, and in addition to this 
(2) an attempt is made to defraud the government through 
an avoidance of specific taxes. 

An interesting comparison might be made to the Cana- 
dian trend of thought on this matter as evidenced in “The 
Pioneer Laundry” case. 
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Post-War Reserves 

Herbert E. Miller in an article “Reserve for War Con- 
tingencies and Post-war Adjustments” published in the July 
1944 issue of “The Accounting Review” (School of Busi- 
ness, Bloomington, Ind.) discusses the problem as to 
whether or not the use of post-war reserves coincides with 
both general accounting theory and practice and the general 
purpose of the periodic financial statements of a corporation 
in furnishing information which is necessary for the for- 
mulation of dependable judgments. 

The case examinations made indicate that the procedure 
of utilizing war reserve provisions was not general and that 
in the majority of cases the provision has not been subjected 
to objective verifiable evidence and was therefore purely 
contingent in nature. “Surely one should hesitate to con- 
clude that a corporation which makes no provision for 
post-war adjustments is the fortunate corporation with no 
foreseeable post-war problems.” “The amounts have had 
little relation to reality; by and large they have been sub- 
stantial lump-sum appropriations which seem to have been 
governed either by whim, preconceived plans to equalize 
profits between years, or expediently fixed in relation to 
earnings available for the purpose, instead of being based 
upon maturely considered post-war plans supported by bills 
of material, engineering estimates, and similar credible evi- 
dence.” 

In conclusion the point is raised as to the difficulty of 
reconciling the fact that war reserve provisions are neces- 
sary for good accounting, whereas as they are currently 
used they impair the general usefulness of accounting state- 
ments. 

The suggestion is made that if the provision is merely 
to communicate an unmeasureable uncertainty then a foot- 
note might be advisable, whereas if it is to communicate a 
measurable certainty, “convincing standards of review be 
made known within the concept of generally accepted ac- 
counting principles and auditing procedures.” 

The World Calendar 

The September 1944 issue of “The Journal of Account- 
ancy” carries a digest of the report by the committee on 
the world calendar of the American Institute of Account- 
ants. 
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The report presented together with its recommendations 
is based primarily upon the effect of the world calendar 
upon business, finance and industry and from the viewpoint 
of accepted principles and practices of accounting. The 
essence of the world calendar is the treatment of the final 
day in the ordinary year and the extra day in leap year 
as world holidays, which days will not be recorded as part 
of the world calendar but rather as memorandum data. 


Statistical Method 

The July 1944 issue of “The Accounting Review” car- 
ries three articles dealing with the question of the statisti- 
cal method and its application to the field of accounting. 

W. Edward Deming in an article “A View of the Statis- 
tical Method” discusses the nature of the statistical method 
which is based primarily on a method of analysis which 
segregates the chance causes from assignable causes 
through the use of the “Shewhart” control chart. 

Variations from normal performance may fall into 
causes which cannot be traced and which are classified as 
chance causes, and causes which can be traced and for 
which one is justified in locating. The statistical method 
is primarily the development of standards of performance 
within defined limits of such a nature that will give effect 
to chance variances and that as long as actual performance 
ranges within the standard limits no attempt will be made 
to ascertain the cause of the degree of variance. When the 
variance extends beyond the standard limits then active 
steps will be taken to determine the cause. 

William B. Rice in an article “Statistical Uses of Ac- 
counting Data” outlines the application of the “statistical 
method” to specific accounting data and indicates the man- 
ner in which control limits can be determined. The specific 
examples given cover administrative and general expenses, 
personnel policies, and production costs. “With statistical 
guide posts set up for sales, costs production and credit, 
top management can not only keep itself well informed but 
can also set intelligent and practical goals, the attainment 
of which can be guided within the limits of what is econ- 
omically possible.” 

The final article on “Statistical Accounting Procedure” 
by James R. Crawford presents a case study illustrating the 
application of certain statistical accounting procedures to 
the aircraft industry. 
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Accounting in Kind! 


a the courtesy of Reuben Huxtable, C.A., of 
Ottawa, we have received a clipping from a Belfast 
paper called “Ireland’s Saturday Night”, presenting a sort 
of dirge or lament on the passing of the “wee shop”. The 
article, written by Thomas Maddock, cites several curious 
specimens of accounts kept in the days before reading and 
writing were popularized, which are reminiscent of the 
wooden “tallies” which at one time recorded the payment 
of taxes, and even of the attempts of prehistoric man to 
record his thoughts and actions by pictures. Mr. Huxtable 
suggested that we might extract a thought from the article, 
but we like it so well that we are reprinting it below in its 


entirety. 

Wartime rationing, coupled with the ever-widening spread of big 
stores and their inherent efficiency, is slowly but surely sounding the 
death-knell of the wee shop. Age-old counters are coming down, cur- 
tains are going up in windows that were once full of sweets, and the 
small-time shopkeepers of yore are shutting the door and going back to 
their firesides. 

The disappearance of the wee shop may be a good thing. Effi- 
ciency was hardly its strong point, nor hygienic conditions its greatest 
ambition. 

Wrapping-paper was often a problem in the wee shop. Times 
were when I stood, loaf in hand, while a search was organised for last 
night’s newspaper! Sometimes there came the request to hold the 
baby while the loaf was being wrapped, a job that, often as not, inter- 
rupted the shop-keeper’s industrious black-leading of the grate! 


The Cobbler and His Debts 

A local shoemaker of my own acquaintance had a queer method 
of keeping accounts. Like most men who have “a pound or two by 
them,” my friend, the cobbler, had disdained learning in his youth, 
and set himself, instead, to make money. He was almost illiterate, 
but his accounts were exact for all that. Against the wall of his 
workshop he erected a large blackboard. Into this board he used to 
drive hobnails, tacks and brass and steel rivets, etc. These were 
symbols of work done. For example, a small piece of leather tacked 
with a brass rivet signified the soling of a pair of shoes. If the boots 
or shoes were hobnailed, a hobnail took the place of the brass rivet. 


Additional adornments were shown by a small sample tacked on 
the board. Boots roughly sketched with chalk signified the sale of a 
pair. The chalk was pressed into service, too, to indicate which 
account was which. Some peculiarity of manner, dress or surround- 
ings was used for this purpose. For example, the local parson’s ac- 
count was placed under a rough drawing of a church. The doctor wore 
glasses, so a drawing of these adorned his account. The schoolmaster’s 
symbol was a cane. Original as they were, these queer accounts re- 
mained unchallenged till the day the cobbler died. 
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Bookkeeping by Secret Code 

One particular wee shop ended up in the bankruptcy court, This 
case caused much amusement. When requested to produce his books 
the shopkeeper, who was an ironmonger, handed up a book marked 
“ledger.” Rough sketches of kettles, saucepans, frying-pans, lamps, 
etc., filled the pages. Opposite these drawings were strange figures 
like wriggling snakes. These latter, explained the ironmonger, were 
the amounts. He had written them in a code of his own so that his 
wife, who drank like a fish, should be kept in ignorance of his profits! 

Upon the death of an old general dealer some time ago, a search 
was made for his books. Instead of these, however, a bundle of 
queerly-cut sticks was found under the counter. It was discovered 
that these were the accounts, one for each customer, and cut in such 
@ way as to keep tally of his debts. Only the old man knew which 
was which. When he was gone, the outstanding debts remained un- 
collected! 


A Poetic Version 


One old lady of a small village shop had pronounced poetic 
talents. Doggerel verse was her medium of expression, and she 


~ found in sugar and soap the inspiration that others had found in 


fair women and delightful scenes, In this old lady’s ledger half a 
pound of tea “on tick” ran thus: , 
Mrs. Jones doth owe to me s. d. 
For half-a-pound of Indian tea 
Another extract ran: 
A pound of moist sugar, 
And two of best rice, 
With four pounds of Dutch cheese, 
Which I hope will be nice 
More informative than poetic, some of the verses expressed doubt 
as to the customer’s ability (or intention!) of paying for goods re- 
ceived. Here’s a classical entry: 
Lizzie Barber for her father 
Had some flour to-day; 
Some apples, too, and toilet soap, 
But I don’t believe he’ll pay 
(This booking work will drive me mad 
When I think of folks like they! ) 


The Disinfected Books 

Another rural shopkeeper kept her accounts in chalk on the back 
of a door. One day she fell ill, and her son took over the shop. Quite 
unacquainted with the back-of-the-door book-keeping, the son was in 
a predicament. When a customer came to square his account, this 
youthful shopkeeper had to unhinge the door, take it up to the invalid 
in bed, and get the old lady’s advice on the state of that particular 
account! Eventually, a coat of paint brightened the door, settled the 
accounts once and for all, and lost a small fortune to the old shop- 
keeper! In another village, the tailor used to jot down his accounts 
in pencil on the white-washed wall. One day he was taken to hospital 
with smallpox. On his return he discovered that the sanitary in- 
spectors had disinfected his house. The walls had received a liberal 
acer of limewash, thus covering the accounts of the sorely-tried 

or! 


But double-entry book-keeping is taking the place of slipshod 
accounts. Hygiene will supplant careless conditions, and the wee shop, 
the pleasant symbol of an age of delightful disorder, will pass away as 
progress presses it from its path. 
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SPECIAL DEPRECIATION ON FISHING VESSELS 


An order in council (P.C. 3979) dated June 1, 1944, pro- 
vides for further assistance, by way of special depreciation 
allowances, to owners of fishing vessels of the schooner 
type, etc. It reads as follows: 


Whereas under Order in Council of August 26, 1942, P.C. 7580, 
as amended by Order in Council of April 22, 1943, P.C. 3297, assist- 
ance by way of subsidy was given for the construction of fishing 
vessels known as draggers and for the conversion of existing fishing 
schooners to draggers; 

And whereas these Orders in Council also provide special de- 
preciation allowances for the purposes of the Income War Tax Act 
and/or the Excess Profits Tax Act, 1940; 

And whereas the Minister of Fisheries reports that, while assist- 
ance given to encourage greater production of fish has been of value, 
it is still a fact that much greater quantities of fish are, and will be, 
required for the Canadian domestic market and for the markets of 
the United Kingdom and Allied Nations and friendly neutral coun- 
tries; and 

That, in addition, it is anticipated that Canada will shortly be 
required to provide large quantities of fish to assist in feeding the 
peoples of reoccupied territories. 

And the Minister is of opinion that, with a view to furthering 
the efforts for increased fish production, the special depreciation al- 
lowances, as above referred to, should be extended to the owners of the 
schooner type of fishing vessel and in this view the Minister of 
Finance concurs, 

Therefore, His Excellency the Governor General in Council, on the 
recommendation of the Minister of Fisheries, concurred in by the 
Minister of Finance, and under and by virtue of the War Measures 
Act, Chapter 206, Revised Statutes of Canada, 1927, is pleased to order 
and doth hereby order as follows: 

1. On the Atlantic Coast of Canada, in computing the amount of 
profits to be assessed for the purpose of the Income War Tax Act 
and/or the Excess Profits Tax Act, 1940, on the owners of fishing 
schooners, construction of which commenced on, or after, January 1, 
1943, a deduction by way of special depreciation allowance shall be 
granted on condition that the fishing schooner is constructed for fish- 
ing purposes only and that it will be retained in such capacity for 
not less than five years from the date of registration. 

2. The owner of the fishing schooner may take a depreciation 
allowance up to the whole cost of the depreciable assets, the amount 
to be taken in any one year to be at his option so that the total 
allowance may be taken in any single year within, or in any group 
of years within, the five year period beginning from the date of the 
registration of the vessel; this to be in lieu of the annual rates of 
depreciation ordinarily granted under the said statutes. 

3. If, at the end of the five year period referred to in the pre- 
ceding paragraph, the whole cost of the depreciable assets has not been 
fully depreciated, depreciation shall, thereafter, continue to be allowed 
on the whole cost of the depreciable assets, at a rate representing the 
average rate which would ordinarily be allowed under the Income War 
Tax Act and/or the Excess Profits Tax Act, 1940, until the reserve for 
depreciation accumulated both by reason of the special depreciation 
granted by this Order in Council, and of ordinary depreciation allowed 
under the said Acts, is equivalent to the whole value of the assets. 
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4. If any vessel in respect of which a special allowance for depre- 
ciation has been provided for herein, is sold by the original purchaser 
thereof at any time after the expiry of the five year period referred to 
in Paragraph 2 above, then the special depreciation herein allowed 
shall be adjusted downward to the extent of the proceeds of such 
sale, provided, however, that the taxpayer shall not be deprived of 
the depreciation which, but for this Order in Council, would ordinarily 
be allowed in respect of the said vessel. 

5. The owner of the fishing schooner, at the end of each calendar 
year during the five year period referred to herein, shall, not later 
than the last day of February of the following year, furnish the Min- 
ister of Fisheries with a statement that will indicate to his satisfac- 
tion that conditions outlined herein have been complied with. This 
statement will, in turn, be submitted to the Taxation Division of the 
Department of National Revenue. Failure to submit such statement, 
er the incurring of a violation of any of the other conditions estab- 
lished herein, will result in the applying of depreciation which, but 
for this Order in Council, would ordinarily be allowed in respect of 
the said fishing schooner. 


CHARTERED ACCOUNTANTS’ CLUB OF OTTAWA 
(Reported by P. F. D. Ellis, C.A.) 
N Thursday, September 21, the Chartered Accountants’ 
Club of Ottawa held its annual fall golf tournament at 
Chaudiere Golf Club. Despite the threatening nature of 


the weather and a subsequent downpour of rain, fifty 
members took part in the golf tournament and in the 
evening, dinner was served to eighty members. 

The names of the prize winners at golf are as follows: 
Class A—low gross, G. P. Thompson; low net, N. Johnson; 
class B—low gross, W. G. B. Read; low net, A. C. Wilson 
and H. Milburn, tied (H. Milburn won toss) ; class C—low 
gross, C. F. Wilson 1st, D. Berry 2nd, consolation prize, 
D. R. Pook; hidden hole, K. L. Reid. 

The president’s trophy for the two lowest net scores in 
any one membership group was won by N. Johnson and 
H. Milburn of the department of national revenue, income 
tax division, head office. 

In presenting the prizes president A. C. Brittain re- 
‘marked that there are now 175 chartered accountants 
located in Ottawa and he hoped that they would all avail 
themselves of the opportunity of enjoying the activities 
planned by the executive committee of the club for the 
fall and winter season, during which it is proposed to hold 
several meetings, to be addressed by outstanding speakers, 
and a dinner-dance at which it is hoped the president of 
the Dominion Association will be the speaker. 
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Personals 


Nash & Nash, chartered accountants, Edmonton, have 
taken into partnership J. B. Macmahon, C.A., (reported 
in our September issue, through a typographical error, as 
J. G. Macmahon). 


George Cowan, C.A., having resigned from the Depart- 
ment of National Revenue, Income Tax Division, after seven 
years’ service, announces the commencement of public 
practice under the firm name of George Cowan & Company, 
chartered accountants, Pacific Building, 744 West Hastings 
Street, Vancouver, British Columbia, as from November 
1, 1944. 


James Price, C.A., and George F. Cameron, C.A., an- 
nounce the opening of an office for the practice of their 
profession, under the firm name of Price, Cameron & Co., 
Central Building, Victoria, British Columbia. 


Obituaries 


The Late W. A. Hobson 

The Institute of Chartered Accountants of British 
Columbia records with deep regret the death of Pilot 
Officer W. A. Hobson. Official word has been received 
that Pilot Officer Hobson lost his life on August 24th, 1943, 
as a result of a flying operation near Long Island, Poole 
Harbour, Dorset, England, and his funeral took place at 
Brookwood Cemetery, Woking, Surrey. 

Mr. Hobson was born at Okanagan Mission, B.C., on 
March 19th, 1913. He was articled to Mr. Robert Cheyne, 
C.A., of Kelowna on November 27th, 1934, and after com- 
pletion of his service moved to Vancouver, where he was 
employed by Price, Waterhouse & Company. Mr. Hobson 
completed his examinations in May, 1940, was admitted to 
membership in the Institute in June of that year, and joined 
the R.C.A.F. almost immediately thereafter. 

Mr. Hobson is survived by his mother, who resides at 
Okanagan Mission, B.C., and one brother Henry, now serv- 
ing with the R.C.A.F., who also was articled to Mr. Cheyne 
at the time of enlistment. To his mother and brother the 
Institute offers sincere sympathy. 


[oS nS SA EEE A NEMO SMI SI TIN EOL RS ESTE 
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R, G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


A few accountants, such as Professor W. A. Paton, have 
for long argued the foolishness of describing the excess of 
sales over cost of merchandise sold as gross trading profit. 
They say that such procedure implies that the cost of mer- 
chandise is a prior charge against the sales dollar whereas, 
in fact, all of the costs of a sale, i.e., merchandise, selling 
services and administration services rank equally and are 
_ recovered ratably. It is incorrect to describe as a profit any 
residuary figure short of the one which represents the 
excess of sales over the sum total of all costs involved in 
effecting the sales. 

These same accountants generally admit that from the 
viewpoint of management there is some advantage in oppos- 
ing the two figures of sales and cost of merchandise sold 
and in expressing the difference as a percentage of the sales, 
but they would call this difference the “gross margin” rather 
than the “gross profit”. 

Today, as a result of the distortion and misrepresenta- 
tion to which the published operating results of some com- 
panies have been subjected by critics who have been more 
anxious to establish a case than to spread knowledge, a 
great many accountants are urging that no figure in the 
income statement be described as any sort of a profit 
except the residue transferred to earned surplus, that is 
the net profit after provision for income and excess profits 
taxes. There are two different methods of arriving at this 
end. One, favoured so far as we know only by some United 
States corporations, is to set out the figure of sales fol- 
lowed by an unbroken schedule, without any subsidiary 
group totals, of the whole of the costs (including taxes) 
deductible from sales. The grand total of this schedule 
is deducted from the sales to give the figure described as 
net profit. The other method is to continue to use the con- 
ventional form of statement with its groupings and steps 
but to substitute the word “margin” for he word “profit” 
in description of all intermediate residues (gross trading 
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profit, net trading profit, net profit before depreciation, 
net profit before provision for income and excess profits 
taxes, etc.) and to restrict the word profit to the final resi- 
due which is transferred to earned surplus. Of the two 
methods the second seems much the preferable one. And 
it seems to us to possess so much intrinsic merit that it 
might well be adopted as a standard. 
ok 2K on 

One of the most striking developments in our profession 
over the war years has been the great increase in the num- 
ber of women students; and yet the Students’ Department 
has not had an opportunity of publishing a contribution 
by one of them. We feel that this is a blemish upon the 
department and in an attempt to remove it we offer a prize 
of ten dollars for the best short article we receive from a 
woman student not later than December 10 next in discus- 
sion of chartered accountancy as a career or training for 
women. 
STUDENTS’ ASSOCIATION NEWS 

Ontario 

The Chartered Accountants Students’ Association of 
Ontario announces with deep regret that William Ward 
White was killed in Italy on September 4th, 1944. 

Lieut. White registered as a student of the Ontario 
Institute after graduating from the University of Toronto 
with his Bachelor of Commerce degree. He was employed 
with Thorne, Mulholland, Howson & McPherson. He passed 
his intermediate examination in 1941 and enlisted in the 
active army in May 1942. 

To his family the Association offers its sincere sympathy. 


Quebec 

Major James E. Fox, 24 of the Black Watch of Canada 
who was reported wounded, is now listed as having died of 
wounds in France. Prior to enlisting in the Black Watch 
the day war was declared, Major Fox was in the employ of 
Messrs. Creak, Cushing & Hodgson, Montreal, and was in 
his second year’s studies. He went overseas with the Ist 
Battalion in February 1941 as a lieutenant, receiving his 
captaincy early this year and his majority just recently. 
The members of the Quebec Students’ Society extend their 
sincere sympathy to his parents and family. 
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Captain Gilbert Morrow Sinclair Stairs, 23, 22nd Can- 
adian Armoured Regiment (Canadian Grenadier Guards) 
has been reported to have died of wounds received as the 
result of enemy action in Belgium on September 20th, ac- 
cording to word received by his father. Captain Stairs was 
a first year student in the employ of McDonald, Currie & Co., 
Montreal. The sincere sympathy of Quebec students is ex- 
tended to his father and sister and brothers. 


Flying Officer Grant McRae, previously reported miss- 
ing, is now a prisoner of war in Germany, according to word 
received by his parents. 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the personal 
views and opinions of those members. They are designed not as models 
for submission to the examiner but rather as such discussion and 
explanation of the problem as will make its study of benefit to the 
student. Discussion of solutions presented is cordially invited. 


PROBLEM I 
INTERMEDIATE EXAMINATION, DECEMBER 1943 
Accounting II, Question 3 (15 marks) 


A Company Limited owns all the outstanding stock of B Company 
Limited. A Company Limited has outstanding 5,000 seven per cent 
cumulative preference shares (par value $100 each) on which no 
dividends have been paid since date of issue on 1st January 1935. 
B Company Limited has outstanding $100,000 of 6% first mortgage 
bonds. On ist January 1942 after obtaining the necessary approvals - 
A Company Limited carries out the following transactions: 


Converts its seven per cent cumulative preference shares to five 
per cent non-cumulative preference shares (par value $100 
each) on a share for share basis and cancels the arrears of pre- 
ference dividends. 

Purchases from the bondholders all the outstanding bonds of its 
subsidiary at par. In payment therefor the bondholders accept 
50% in cash and 50% in new preference shares at par. 

Transfers to B Company Limited as a gift the bonds of that com- 
pany which it has purchased from the bondholders. The bonds 
are thereupon cancelled by B Company Limited. 


Required: 

Prepare the journal entries necessary to record the foregoing 
transactions in the books of A Company Limited and B Company 
Limited. 


Note:—Accrued interest on the bonds need not be considered. 
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SOLUTION 
A COMPANY LIMITED 
Journal Entries—January 1, 1942 










Dr. Cr. 


Seven per cent cumulative preference stock ........ $500,000 
To Five per cent non-cumulative preference stock 500,000 


To record the conversion of the seven per cent 
cumulative preference stock into five per cent 
non-cumulative preference stock on a share for 
share basis. The arrears of dividends on the 
seven per cent stock are cancelled but no entry 

is required on the books; the note on the balance 

sheet with respect thereto can of course be 
deleted. 

Six per cent first mortgage bonds of B Company 

Re eho os oes eee eas be Cig Bas es $100,000 
I ede s co nah avery coax ois och cleames Siecs 100,000 
To record the purchase from the bondholders at par 
of all the outstanding bonds of B Company 
Limited. 



























ND os 8 i, ORS Ce Sr ak ati e $100,000 
EE oss alcka Gwe Nematic acs on oo wh awed eles 50,000 
Five per cent non-cumulative preference stock. . 50,000 






To record the payment to the bondholders of cash 
and preference stock for bonds purchased from 
them. 


Investment in shares of B Company Limited .... $100,000 
To Six per cent first mortgage bonds of B Com- 
ORRIN os doce cb yan Soe eee sbi ule oe eee cess 100,000 


To record the transfer of the bonds of B Company 
Limited to that company as a gift. The cancella- 
tion of the prior charge enhances the value of the 
parent company’s investment in B Company 
Limited so the cost of the bonds is charged to 
the investment account. 




















B COMPANY LIMITED 


Journal Entry—January 1, 1942 


Six per cent first mortgage bonds outstanding ..... $100,000 
PE IIE Sh 5 inns poe ose s ss doce s ban dee 100,000 


To record as a gift the receipt from A Company 
Limited of all the outstanding bonds of this com- 
pany, and the cancellation of such _ bonds. 
The par value of the bonds is credited to don- 
ated surplus. 
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PROBLEM II 
FINAL EXAMINATION, DECEMBER 1943 


Accounting III, Question 3 (35 marks) 


John Harding dies on 30th June 1942 leaving the following 
estate: 


Assets 


Advance to Samuel Harding (son) 

3% Dominion of Canada bonds due Ist November 1956, interest 
May, November, par value $40,000 

Residence 

Household and personal effects 

Rented property (rent payable annually in advance Ist 
January) 

Life insurance 

Sundry accounts receivable 


Liabilities 


Medical, hospital and funeral expense 

Mortgage on rented property (interest 6% due ist May and 
1st November)—principal 

Bank loan 


Property taxes: 
Residence 
Rented property 
The will contains the following provisions: 
(1) H. Ross named as executor and trustee. 


(2) Bank loan and taxes levied but unpaid at death to be paid 
out of cash on hand at time of death to the amount thereof, 
the remainder to be paid out of and charged to income 
account. 

Life insurance and household and personal effects bequeathed 
to widow. 

Life interest in residence bequeathed to widow, the estate 
income to pay taxes and maintenance. 

All other assets left to executor in trust, the income there- 
from to be paid in equal shares to the widow and son 
Samuel during the widow’s life-time; thereafter the assets 
are to be realized and paid over in equal shares to son 
Samuel and nephew Ernest. 

(6) Advances to son Samuel are to be recovered firstly out of his 
share of income, any balance remaining to be a charge against 
his share of the residue. 

(7) Fees allowed to Ross as executor $500 and as trustee 5% of 
income collections. 

The cash transactions of the estate to 30th June 1943 are as 

follows: 
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Receipts 
Proceeds of bond coupons ist November and ist May. 
Year’s rent of property Ist January $3,000. 
Proceeds of sundry accounts receivable $1,500 (remainder written 
off by compromise). 
Proceeds of life insurance. 


Payments 
Medical, hospital and funeral expense. 
One-half fees to Ross as executor (but not as trustee) with con- 
sent of remaindermen. 
Mortgage interest due 1st November and list May. 
Interest on bank loan to 30th June 1943, $350, and $500 on 
principal. 
Property taxes 1942: on residence $250. 
on rented property $1,400. 
Repairs and maintenance: on residence $50. 
on rented property $200. 
Expenses of probate $200. 
Proceeds of life insurance to widow. 
With the consent of beneficiaries, the Dominion of Canada bonds 
are pledged to the bank as security for repayment of the bank loan. 
Household and personal effects have been transferred to the widow. 


Required: 
An accounting by the executor and trustee to 30th June 1943. 


SOLUTION 


H. ROSS—EXECUTOR AND aaa OF ESTATE OF J. HARDING 
DECEASED 


STATEMENT OF CHARGE AND DISCHARGE—AS TO PRINCIPAL 
For year ended June 30, 1943 


I charge myself with: 
Assets at date of death 

Cash 
Advance to Samuel Harding 
Dominion of Canada bonds 
Accrued bond interest receivable 
Residence 
Household and personal effects 
Rented property 
Life insurance 


$149,900 


Less: Cash on hand transferred to income ac- 
count to meet in part specified liabilities 
to be assumed by income account ...... 1,500 $148,400 


I credit myself with: 

Debts of decedent chargeable to principal— 
Medical, hospital and funeral expense $ 900 
Mortgage on rented property 
Mortgage interest accrued 





STUDENTS’ DEPARTMENT 


Loss on realization of assets 
Sundry accounts receivable 100 
Bequests to widow 


Life insurance 
Household and personal effects 62,500 


Expenses of Administration 
One-half executor’s fees 
Expenses of probate 65,970 


Balance of principal’ of estate as at June 30, 1943 $ 82,430 


Represented by 
Principal cash on hand 
Advance to S. Harding by decedent recoverable 
from income share or remainderman share . 
Dominion bonds—at inventory value 40,100 
Residence 7,000 
35,000 


"84,430 
2,000 $ 82,430 


H. ROSS—EXECUTOR AND TRUSTEE OF ESTATE OF J. HARDING 
DECEASED. 


STATEMENT OF CHARGE AND DISCHARGE—AS TO INCOME 
For the year ended June 30, 1943 


I charge myself with: 
Income earned— 
Bond interest—1 yr. at 3% on $40,000 
Rent of properties—% year 
Received for 1943 
Less: portion unearned 


Less expenses 
Repairs and maintenance $ 200 
Mortgage interest 
6% of $2,000 
Taxes—\4 year 1,020 480 $ 1,680 


I credit myself with: 


Debits of decedent chargeable to income— 
Bank loan $5,000 
Property taxes % yr. ........ 1,650 


6,650 


Less cash on hand at 
date of death 
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Trustee’s fees 

5% of income collections ... 200 
Expenses of residence 

Taxes—% year 

Repairs and maintenance .... 175 


Bank interest 


Deficiency on income account June 30, 1943 


Represented by: 
Income liabilities 
Bank loan 
Accrued taxes 825 
Accrued mortgage interest 20 
Trustee’s fees * 200 
Deferred rental income 1,500 


7,045 


Less: Income cash on hand 
Accrued interest receivable 200 2,850 $ 4,195 


H. ROSS—EXECUTOR AND TRUSTEE OF ESTATE OF J. HARDING 
DECEASED 


STATEMENT OF CASH RECEIPTS AND PAYMENTS 
For the year ended June 30, 1943 


Receipts Total Income Principal 
Cash on hand $ 1,500 $ 1,500 
Bond coupons 1,20 1,000 $ 200 
Rent 3,000 
Sundry accounts receivable 1,500 
Life insurance 60,000 


$ 67,200 $ 5,500 $ 61,700 


Payments 
Medical, hospital and funeral expense $ 900 
Half executor’s fees 
Mortgage interest 
November 1, 1942 60 $ 
May 1, 1943 60 
Bank interest 350 
Bank loan—repayment on account .... 500 
Property taxes—residence 
—rented property 
Repairs and maintenance 
residence 50 
rented property E 200 
Expenses of probate 200 200 
Proceeds of life insurance to widow .. 60,000 60,000 


$ 64,220 $ 2,850 $ 61,370 


— 
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H. ROSS—EXECUTOR AND TRUSTEE aa ESTATE OF J. HARDING 
DECEASE 
JOURNAL ll 
For the year ended June 30, 1943 
(1) Income cash ...ccccoee 
S. Harding—income beneficiary ......... eed 
Dominion of Canada bonds 
Bond interest accrued receivable 
Residence 
Household and personal effects 
Rented property .......... CRAG ake CRae ene ake 
Life insurance 
Sundry accounts receivable 
To Principal $148,400 
To Income 1,500 
Setting up, assets of the estate. 
(2) Income 
To Income liabilities 


Principal 
To Principal liabilities: 
Medical, hospital and 
funeral expense . 
Mortgage 
Mortgage—accrued interest ... 


(3) Principal 
To Widow—legatee 
Bequest of life insurance 
Household and personal effects 


(4) Principal 
To Sundry accounts receivable ... 
Loss on collection. 
(5) Widow—legatee 
To Household and personal effects 
Effects transferred. 


(6) Income 
To Deferred rental income . 
One-half building rental unearned at 
June 30, 1943. 
C7) TRO 6 sec Se RiGie dw doseee PR ee ‘ 
To Income liabilities peas edaes ewe crs cence ae 
Mortgage interest 
% estimated taxes 
Residence 
Rented property 


(8) Accrued income receivable 
To Income 
Two months interest. on bonds. 
(9) Income 
To Income liabilities 
Trustee’s 5% of income collections 
Bond coupons .......... Sbis setae 
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H. ROSS—EXECUTOR AND TRUSTEE OF ESTATE OF J. HARDING 
DECEASED 


LEDGER ACCOUNTS 


Income Cash Principal Cash 
1,500 | C.B. 1,500 C.B. 61,700 | C.B. 61,370 
5,500 | C.B. 2,850 aia eapetciiateetastfh, <niecanikniinsaaane 


Bal. 330 
2,650 


S. Harding Dominion Bonds 
2,000 | (1) 40,100 | 


Residence Household and Personal Effects 
(1) 7,000 | (1) 2,500 | (5) 2,500 


Rented Property Life Insurance 
(1) 35,000 | 60,000 | C.B. 60,000 


Sundry Accounts Receivable Principal 
(1) 1,600 | C.B. 1,500 2,920| (1) - 148,400 
(4) 100 -B. 250 
200 


62,500 
100 


Bal. 82,430 


Income Principal Liabilities 
6,650] (1) 1,500 .B. 900 | (2) 2,920 
40} C.B. 1,000 .B. 20 


60 | C.B. 3,000 —_—_—_—_— 
350} (8) 200 Bal. 2,000 
50 


200 
1,500 
845 
200 


4,195 


Income Liabilities Widow—Legatee 
500 | (2) 6,650 C.B. 60,000 | (3) 62,500 
250| (7) 845 (5) 2,500 
1,400} (9) 200 


Bal. 5,545 
Deferred Rental Income Accrued Interest Receivable 


(6) 1,500 (1) 200 | C.B. 200 
(8) 200 
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